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Cre hemae 
INTRODUCTION 


French economist, Leroy-Beaulieu, has been quoted 
as saying: 

There are some sciences so lofty and serene that they 
leave in peace those who are not concerned with then, 
ibuy finanee . 3.9. 1S not one of these: Mat has a way 
of taking a terrible revenge upon nations and upon 
individuals who neglect or despise it, 

oimce the time of the first UseS. Secretary Ofer 
Treasury, Alexander Hamilton, until the mid-1930's, there 
has been a reluctance on the part of Presidents to actively 
Participate in the affairs of the economy. This reluctance 
was due in part to the accepted base of fiscal systems. 
Government finance was not considered a part of the executive 
powers; and what activity was evident, was considered to be 
the proper domain of Congress, 

The base of Federal fiscal systems, prior to 1930, 
rested on two concepts. The first of these was a concept 
that all governmental activity was defined by money cost. 
Fiscal discipline required a "pay as you go" approach, There- 


fore, the actions of a President, in relation to reduction 


of debt and annually-balanced budgets, were equated to 


1a, E. Buck, The Budget in Governments of Today, 


(New York: The Macmillan Company, 1934), p. V. — 








Z 
responsible use of power, The second concept implied 
Federal governnent "neutrality" or non-interference with 
the free market mechanisms of the economy. Under no 
circumstance was governmental action permitted to restrain 
iene internal economic sector, Manifestations of this 
reluctance to enter as an active participant in the econony 
were the absence of a national budget system until i921 and 
meme tact that the budget was not recognized as av eeouone 
document until nearly twenty-five years later. 

Presidential and pelitical party phi losounies 
effected various changes in interpertation of Federal finance 
emo wnieat | shall call executive “fiscalism” = Presidential 
mesecel participation: it will be the intention of the autnor 
| to trace the development of conservative and liberal 
Presidential attitudes toward fiscal policy responsibility 
meeourenoucr the history of the United Staves. 

Since the national debt and the dollar cost of 
government activity was the key to responsible finance, prior 
791930, Chapters II and III will trace developments in 
fiscal thought as reflected in levels of the national debt. 
Chapter IV depicts a period of revolution of fiscal thinking 
from 1932-1952, in an environment of a depression, two 
recessions, and two wars. The period, 1952-1960, represented 
a conservative approach to fiscal thought with an attempt 


me rely on automatic fiscal stabilizers, rather tnan 








3 
discretionary policy, and is presented in Chapter VV. The 
peak of the rise of executive fiscalism occurred during 
Bhne decade of the Sixties, as rerilectred in Cisctver ) 
With the rise came a fall and a return to sobriety and 
mmeacticality. 
The senaedys ye Wl eiric luce Cie wellon we. 

1. The development of Presidential attitudes toward the 
economic role of the Federal government; 

€. Presidential attitudes toward debt and balanced 
budgets; 

3. Twenty-five years of exposure to bi-partisan national 
economic goals; 

4, The development of rising executive fiscal power; and, 

5. The emergence and often offsetting effects of monetary 


peLicy. 








CEE TE Rat 
PRELIMINARY DEVELOP IRS 
The British Foundation 


In early days, no distinction was made between 
the revenues of kings or emperors and those of the state, 
meen the ruler needed money or resources, he either obtained 
them by subscription, or borrowed and gave his personal 
pledge for repayment, This pledge was frequently backed by 
royal estates or jewels. 

However, the Revolution of 1688, in England, brought 
about many changes in government, From that time on, by 
Parlimentary action, the credit of the entire nation was 
used as security for debts undertaken on behalf of the nation, 
This event earmarked the beginning of the history cof national 
debt: an item which was to become an integral and sometimes 
crucial determinate of national policy throughout the history 
of our nation.! 

Miespolvetes Pom debt creation, arter the Hevolluciron 
of 1688, centered around obtaining capital from three companies: 
ime Bast India Company; the South Sea Company; and later, in 


l"National Debt," The American Educator Encyclopedia, 


Wel. Vil, (Chicago: The United Educators, Wne., 1945), 
pe 2477, 








5 
1694, the Bank of England.” Debt repayment was initially 
throvugn tax revenues bul included use sof a2 sinminewiund 
concept, proposed by Sir Robert Wadpole, ana established by 
the Act of 1716, The sinking fund concept was later to have 
Significant impact on establishment of our own fiscal policies. 
The principle involved use of the compound interest revenue 
ieom the fund for the redwetion of war=-created national deb, 
Although the fund did succeed in making some impact on the 
reduction of England's national debt; Wadpole‘s reluctance 
Wemreaise taxes to facilitate reduction of an Increased debz 
and his repeated raids on the fund until 1752, signaled 
pprmination of the debt reduction application, However, the 
concepts of a Sinking fund and a national bank were borrowed 
for establishment of our nation's Pe positive fiscal 
DeLacy. 

History is replete with opinions regarding the 
evils of public or private debt. About the time of the 
American Revolution, one of the leading classical economists, 
Adam Smith, had stated: 

e « the enormous debts which at present oppress, and 


Will in the a rune prebabing rural “whe sreat mations 
ia HWrepe . .« 


Bi Ve Hargreaves, The National Debt, (London: Edward 
Penola and Company, 1930), p. 7. 


3Donald F. Swanson, The Origins of Hamilton's Fiscal 
Policies, (Gainesville, Florida: University of Florida Press, 


M755), p. 20. 


4 adam Smith, (James E. Rodgers, ed.), The Wealth of 
Nations, Vol, II, (Oxford: The Clarendon Press, 1869), p. 511. 


_ 








6 
The views of Smith and other classicists reflected 
the prevalent view that the role of the state should be 
Himited. They felt that expenditures made py tHe stare 
Should be limited and paid concurrently. They were protagonists 
of balanced budgets, debt retirement, and sound money policy. 
seymour Harris has stated that they felt: 
Government is unproducerve: It mainva me Unproauctive 
labor, whereas industry maintains productive labor 
—. 6 te TUG ins Ol Yi. e 4G) PUD! Ce dewummean— a 
Pemres POngwineg reducer i1on Of URIVaLe Cap! tals... eee 
Were UNG foeysStence Of oOWlun s Views Owns. Publ re 
fiebite 
DawtGa Hacardo, another prominent classical weccnem ue. 
voiced Similar views regarding the distasteful, but perhaps 
meccocary, Minimal government activity. However, he feit 
that if public spending were absolutely necessary, the state 
should have recourse to taxation, not loans, Regarding the 
im@en present national debt, he disagreed with a perpetual 
funding plan and proposed an immediate levy on property. 
Lewis Kimmel relates Ricardo's viewpoint as: 
Mrs muds BonmONeC CTCAL om@horl, 29. « SSG rid Of One ver 
wae MOSt Lerrci bie SLO OS which was ever invented To 
miideie > Samat lOnl..« « 
These were the economic views and debt systems which 
Our early leaders had been exposed to at the time of the 


5Seymour ©, Harris, The National Debt and the New 
Economics, (New York: McGraw-Hill Book Company, iInc., 1947), 


be Ol. 


SLewis H. Kimmel, Federal Budget and Fiscal Policy: 
709-1958, (Washington, D. C.: The Brookings Institute, 


1959) 9 De 2. 








y, 
American Revolution. It was a “live within your means 
attitude" and a limited role for the state wnich dominated 
thinking of the day. The precedent for the perpetuity of 
national debt had been established by England as far back as 
1694, and various debt reduction techniques had been proposed 
eno tested, 

It is of interest to note, however, that the classical 
economists just assumed the economic role of the state must 
be limited, and tnen they deducted certain rationalizations 
regarding the nature of government fiscal operations, For 
example, Adam Smith was felt to believe that loans, if 
available and used, would enhence political power and, there- 
fore, encourage the leaders to wage needless wars, / 

Official attitudes in Soe toward Federal 
expenditures and national debt, found strong Support in tne 
mainstream of the classical Economic thovgnt, Tne ewemeunce— 
ment of Presidents and other officials appears to resemble 
closely the views of the leading economists, The familiarity 
of the politicians with economic ideas was enhanced by the 
fact that until late in the nineteenth century, economics was 
regarded as a branch of moral philosophy or moral science, a 
Subject in which the politicians were of necessity well-versed, 

Tiemeneooulcn | Mmanees duis tne Revolutionary War, 


7Jesse Burkhead, Governmental Budgeting, (New York: 
fonn Wiley and Sons, Inc., 1959), p. 431. 








8 
and for several years thereafter tno ieat-ae ono oe 
of a nation recovering from a war with the added burden of 
a loose confederacy. National budget policy concerned itself 
primarily with the money costs of past war activity and 
attempts to subScribe revenues from the states. It appeared 
that pre-constitutional period precedents for fiscal policy 
were largely the work of Robert Morris. These included 
attempts to make provisions for import duties to pay off the 
wery nign inGerest burden, provide for a sinking fund, “and 
bey orf the principal of the national debt contracted during 
IMeeevidr, nese proposals did not accept the perpetuity of 
moelonal debe, buc were attempts “to recognize the existance 


and make some provisions for the national debt, 
A Beginning 


To insure continuity and to make provisions for 
fmesccal integrity, Article VI, Section 1, of the Constitucion 
SCaves : 

All debts contracted and engagements entered into, before 
the adoption of this Constitution shall be as valid 
Seeamist the United Staves Uneder this Constitution, as 
mncer tne Confederation | .. 


Alexander Want ton, wie first secretary ‘of vhe 


Mecasury, Cxpanded the application of this article by 


8swanson, Heanievon smal ScnlmePomreres., Diw506 


Constitution of the United States," The American 
Educator Encyclopedia, Vol. III, p. 933. 





> 





9 
requesting assumption by the Federal government of all states’ 
contracted pre~constitution war debts as well as previous 
Federal debt.19 Consolidation of these debts resulted in 
an assumed national debt of more than 75 million dollars, 
(Table 2-1), 

A debt of 75 million dollars may appear small today, 
However, to a new nation ravaged by war and inflation, and 
composed of a population of 3.9 million people ~ most of 
whom were poor farmers, traders, or frontiersmen ~ a debt 
representing $19.12 per capita, must have seemed a monumental 
undervaking. 

Alexander Hamilton advocated a very strong executive 
fiscal function. He felt that governments should attempt to 
determine as well as control the state of the economy. 
History has shown that his views, although nearly 150 years 
ahead of recognition, were effective in accomplishing what 
were the primary concerns of the day. The primary concern of 
President Washington, and his Secretary of the Treasury, was 
the reestablishment of public credit on the domestic and 
international scene. This, in itself, was no small task with 
confidence in the government's ability to pay, in 1791, so 


low that certificates of public indebtedness were being sold 


1lOSwanson, Hamilton's Fiscal Policies, p. SH. 


lijJames MacGregor Burns, Presidential Government - 
ime Crucible of Leadership, (Boston: Houghton Mifflin Co;), 
co jain ale”, 








TAD ieee 


FEDERAL EXPENDITURE® AND DEBT DATA 
Selected Years (1791-13860) 
(Millions of Dollar 


Fiscal Yeart Expenditures® Gross Debt 
1790 af i 
ge: 4 Ol, 
1800 aa oS 
1805 9 76 
1806 9 69 
1810 8 18 
ei2 20 Ly 5 
1815 33 127 
1820 ie 90 
eee 16 81 
1 BBO ilies: 39 
1835 18 _ 
1838 3h, 10 
1 8/40 Pye 
1842 25 20 
18143 ee 33 
184-5 Zo, 16 
1850 44 64, 
1855 5S 36 
1860 63 65 


“SOURCE: Davis Rich Dewey, Financial History of the United 
States, (New York: Longmans, Green and Co., 1939), 
Donley 125, OS eee ande2o9, 


DSOURCE: U. S, Treasurer, Annual Report, 1968, (Washington, 


D, Cy: Government Printing Office, 1969), vo. 60. 
CFigures are rounded to nearest millions of dollars. 


dpata as of December 31 for years 1790-1842; and, June 30 
for years 1843-1860. 


drxpenditures for 1843 represent a half-year only. 


10 








11 

at ten to twenty cents on the dollar,l¢ 

Hamilton has been credited with the view that a 
national debt, if not excessive, is a national blessing,13 
However, evidence bears out the fact that both Hamilton and 
mashington favored debt primarily from the standpoint of 
esvablishing credit and consistent with the opinions of the 
times emphasized thrift and cere in the excerise and use of 
Pio lic funds, 14 In addition, Hamilton did propose that the 
entire debt should be extinguished in not more than thirty 
years or by 1825, Swanson stated that his views regarding 
debt as a national blessing were primarily concerned with 
the facility that the debt gave to reestablishment of credit. 
Hamilton did not have reference to the perpetuity of the debt, 
ives, rather the feasibility of sapeenene lS in other words, 
Hamilton felt that debt repayment at that time was impossible, 

The first positive treatment of the national debt 
was the acces of the Funding Acts of August 4, 10, and 12, 
1890. Using the authority granted by these acts relative to 
assumption of debts, import duties, and loan authorization, 


Hemelton succeeded in restoring credit on an international 


12"The Committee on National Debt Policy," Our 
National Debt, (New York: Harcourt, Brace and Co., Inc., 
1949), p. 10. 


l3yarris, The National Debt, p. 59. 


14Roy A. Foulke, National Thrift and the Public Debt, 
(New York: Dun and Bradstreet, Inc., 1944), p. 9. 


15swanson, Hamilton's Fiscal Policy, p. 80. 








2 
and domestic scene in the astounding sion. tericd oOusone 
year, Rapid repayment and subsequent current payment of 
mnterest on the owtstanding debt, wWhien Snewmved Co one have 
of all government expenditures during the period 1789-1797, 
restored government debt issues to par and established sound 
credit, 16 
Hamilton's fiscal policies were composed of the 
following: 
i. The funding system as a means of handling the special 
dedtG problems created. by Timeancing fine Reverted: 
2. The sinking funds and, 
3. The Bank of the United States,!7 
mae nation’s first positive financier fell into disfavor 
largely because of the stigma attached to the similarity of 
pes fiscal policy and those of the British. His drive for @ 
executive budget was not to be reborn until after 1900,18 
President John Adams (1797-1801), although also a 
Federalist, continued Hamilton's policies only in a low key. 
There was clear indication that as long as a debt existed, 
debt retirement should be the primary goal and that a surplus 
wes Nighiy desirable. Adams did not, however, adhere to the 
positive policy of maintaining economic affairs through the 


Executive Branch of the government, This slight movement 


16Ibid., pd. Bt. eit ap. vs 


18,, EB, Buck, Public Budgeting, (New York: Harper 
pae Brothers Co,, 1929), p. 17. 








13 

away from the Hamiltonian model was a forewarning of the era 
to follows. Adams did, however, continue his support of the 
goal of sound credit and funded debt as primary,19 

The defeat of the Federalists signified by the 
election of Thomas Jefferson, in 1801, denoted a change of 
fiscal policy which was to remain with political administration 
Mnvil after 19304 With the exception of the Louisiana Purchase, 
Jefferson's administration, and those to follow, made debt 
Sexuincsuishment and retrenchment of Federal activity a prime 
goal. Jefferson actively cut back on existing Federal defense 
and manpower systems and defined the first charge of govern- 
ment revenues to the discharge of the national debt, Jeffer- 
femes administration officially accepted the “living genexrarvion® 
taesiS that no present generation snould make any obligation 
on future generations. Therefore, if it were necessary to 
mocur public debts, these debts should be extinguished within 
something like twenty years from incurrence,“9 It shall 
become apparent this thesis remained germane to political 
Paousht until the Second World War dictated a restructuring 
of thinking regarding the national debt. 

However, even with Jefferson's fetish about public 


debt, it was not until 1806, that the national debt had been 


19ximmel, ie Mederal, Budeety. D.. Le. 


COM pId, “Deir. 








14 

reduced to tne amount which had been assumed in 1791. 
subsequent active pursuit to generating a surplus reduced 
the national debt to 45 million dollars by the time of the 
outbreak of the War of 1812 (Table 2-1), This first experience 
of war by the constitutional government forced a sharp increase 
moa the national debt to 127 milliten dollars byes 5atlenile 2eme 
With serious post-war inflation, The inflation was so severe 
that at one point, treasury securities were sold at only 
nineteen cents on the dollar, The significance of the debt 
reflected about thirteen per cent of the national income as 
compared to approximately ten per cent in 1791.°1 

Presidents following Jefferson favored balanced 
peacetime budgets witn provisions for reduction and eventual 
meeminacvion of the national debt, Presidents James Madison, 
James Monroe, and John Quincy Adams, interpreted this policy 
as duty and as an indication of the financial stability and 
Maturity of a nation, Fortunately for them, after the War of 
1812, the nation grew rapidly. Althougn government expendi- 
tures moved uv slowly (Table 2-1), receipts from customs and 
sale of public land were easily enough to provide for a surplus 
and consistent reduction of the national debt,2¢ 


2lThe Committee on National Debt Policy, Our National 
Debt, De ll 2a 


22Davis Rich Dewey, Financial History of the United 
States, (New York: Longmans Green and Co., 1939), pp. 168-170. 








i 

President Andrew Jackson (1829-1836)*" followed with 
even stronger views regarding the evils of a national debt. 
Jackson embraced carlier economic vilews tha 

1. interest on the national debt was a burden on the 
working class; 
Ze interest payments involved a redistribution of 
income in favor of the well-to-do; and, 
3. capital freed from debt reduction could be used 
for productive reasons,.¢@ 
The administration of President Jackson accomplished 2a feat 
not since repeated in this nation's history. In 1835, the 
interest-bearing national debt had been eliminated and total 
Bross national debt was only thirty-seven thousand dollars 
(Table 2-1). Kimmel states that satisfaction from this feat 
would be understandable, especially when it is acknowledged 
that national debt was then considered not only a misfortune 
of the war, but also evil and immoral, <* 

During the period, 1801-1837, the view consistently 
held was that Sot ormnent should be frugal and should only 
mor Lake SSeNLial expend tLures.. Ine mere presence ci a 
national debt became the pivital factor in fiscal policy. 
Internal taxes, except in wartime, had been opposed, and 


revenues were amply furnished by customs and the sale of land. 


National debt was considered oppressive and immoral, dictating 


£3Kimmel, The Federal Budget, bp. 19. 
Z4Tbid., De 20. 








16 
a fiscal, policy based on concurrenG fi yancinee 1 enemy 
recourse to loans, All debt was felt to be a burden and 


interest payments an unjust transfer-type payment, 
A New Beginning 


Presidene Var Buren Ss Consvernaeron abou wmle 
possibility of surplus revenues, in 1836, without the existence 
of any national debt was short-lived. The financial panic of 
1837 resulted in a sharp decline of customs revenues and a 
Substantial deficit. The annual deficit grew to a level of 
2,3 Miilion dollars by the end of 1837.2 This event presented 
anew dilemma in national fiscal policy. A substantial debt 
had been created in time of peace, Wartime deficits had been 
accepted as unfortunate, but, the concept of a recession had 
not yet been accepted within the definition of a national 
emergency. This embarrasement of peacetime deficits never 
mally departed from the political arena, 

The national debt varied from a low of 3.3 million 
dollars to a hign of 37.7 million dollars during the period 
from 1836-1845. President James Polk's (1845-1849) pledge 
after the deficit years, 1840-1843, to once again rid the 
nation of debt was thwarted by the War with Mexico in 1846. 


Although the war did not cause funding difficulties, the debt 


25Dewey, Financial History, pp. 231-247. 








7 
had once asain begun an upvard trend, 2° Increased national 
debt after the War with Mexico caused renewed concern over 
the inability to eliminate the debt. Pressure for increased 
Federal spending for internal improvements was not successful, 
Internal improvements were viewed as unconstitutional 
eeeecnsions of Federal acvivity and the naviconal debrened 
once again proven its potency as a determinant of national 
mscal policy. In addition, the financial panic of 1857-1553, 
set the stage for decreased revenues and an end to debt retire- 
Meme UNtiI aiter the Civil War, <? By 1860, the national debt 
had risen to nearly 65 million dollars (Table 2-1). 

The prevalent approach to Federal activity, during 
the period 1801-1860, had been in money costs or an approach 
ieon a fiscal aspect only, The comparison of logic between 
government finance and household finance would remain long 
after 1860, This vien, regarding comparison of public and 
Peervace debt, overlooks the fallacy of composition.<® What 
was true for the individual household could very well be bad 
mor Cne economy. 

Three key ideas were accepted by Federal officials, 


regarding national debt and fiscal policy, during the period 


26Ibid., PP. 255-256. 
£7Kimmel, The Federal Budset, p. 28. 


28Paul A. Samuelson, Economics - An Introductory 


Analysis, (New York: McGraw-Hill Book Co., Inc., 1967), pp. 358. 
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1801-1850, These were: 
1. alow level of public expenditure was desired: 
2, the Federal budget should be balanced in times of 
peace; and, 
3. the Federal debt should be reduced and eventually 
extinevisneay 
Tnesie Views anferred Minimal Inverrierenccm write 
economy Since expenditures would be low, In fact, Federal 
expenditures were only to 63 million dollars annually before 
the start of the Civil War (Table 2-1). It will become 
evident, in the following Chapters, that even though expendi- 
tures in peacetime periods tended to rise after the Civil 
War, the existence of a national debt and the concept of 
balanced budgets remained primary determinants of fiscal 
porrcy, Political controversy over protective tariffs and 
taxation, although prevalent until after 1930, remained 
emo ects of concern for sufficient revenues even thougn there 


Powerex Loncea Detwocs Wen Surriciment revenues were Nova 


probl en. 


29Kimmel, The Federal Budget, p. 55. 








CHAPTSR Iii 
NEW NATIONAL DIMENSIONS 
Mge woe bering 


The decade beginning in 1860, marked the beginning 
of a new era, The decade of the 1850's had seen increasing 
conflict regarding the scope of Federal activity ana the 
Peoper level of governmental responsibility, A serious 
review of sources of revenue, monetary systems, and general 
administration of expenditure powers would surface during 
this period, 

One reaction to these questions, within the back- 
ground of a rapidly expanding nation, was the creation of new 
political parties. of these political parties, the Republican 
party, formed in 1854, was to become a major political force 
am tne execution of fiscal policy for the majority of the 
ensuing seventy-two years. This party was to retain executive 
direction of fiscal policy and debt management for fourteen 
of the eighteen Presidential terms from 1860-1932, 

Indication of the thought which prevaded the political 
arena just prior to the outbreak of the Civil War, was provided 


in the Republican Party platform, of 1860, which stated, in 


= ig 
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part: 

» « » that the vneople justly view Wee 2S tere 

reckless extvravegence which prevades every depart- 

ment of the Pederal government; that a rapid return 

to rigid economy and accountability is indispensable 

tO arrest the systematic plunder of the public 

treasury by favored partisans, while the recent 

startling developments er frandst276 cor. up cre. 

ee « SHOW that 2 chance in administration V6 

imperatively demanded ,1 
While the question of debt did not appear to be an issue in 
the campaign of 1860, the administration of available revenues 
most definitely was an issue. The central issue relative to 
the debt was concern regarding the means of financing which 
Were being used to fund the debt. The means of financing had 


been short-term notes with interest rates at levels never 


again approached until well after World War ri 
The Civil War and Redevelopment 


Apranam LInecolv. the Tirst Repupllican Parcy Frecidemwr 
entered the political arena on the eve of another great war, 
This war, partly because it was an internal war, was to 
revolutionize financial methods of government administration, 
Beewvoravion of the public credit and provision for conducting 
the war demanded unprecedented expenditures and commensurate 

ikirk H. Porter and Donald B. Johnson, National Party 
Platforms - 1840-1964, (Urbana and London: University of © 


[iinois Press, 1966), p. 32. 


ZRobert A, Love, Federal Financing, (New York: 


Columbia University Press, 1931), p. 134. 
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revenues... Adding to the burden of 1 iseatevolicy Cervera ved: 
customs, the prime source of revenues, were severly interrupted 
gue tO the division of Svates. (2 nen pat vosopiy or shane ce: 
was required and emerged. 

A national banking system was established, in 1863, 
wo etford an outlet for sovernnent bords and v6 provide vank 
mares tO supplement the currency in circulation. Customary, 
levels were raised, also internal income taxes were enacted 
and progressively raised throughout the war in a vain attempt 
to fill the gap between revenues and expenditures to stem the 
pace of growing national debt.. The income tax remained in 
effect until 1872, and although it was only responsible for 
raising 347 million dollars in revenue, this was considered 
a heavy tax at that time, 

During the war years, President Lincoln was not 
overly alarmed at the.growing debt. War had remained an 
accepted reason for accululation of debt.” Lincoln viewed 
the debt as another type of property and as long as it was 
held internally by the people, they owed it to themselves, 
Therefore, he considered the only matter of prime importance 
maeoecO Closely Monitor the distribution of the debt. 


In addition to the new dimensions already mentioned 


3Dewey, Financial History, pp. 305-306. 
‘kimmel, The Federal Budget, p. 65. 
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as an outgrowth of the war - the national banking system, the 
ineome tax, and the high provective tardir = etme cGuzeecumtne 
national debt provided another eclipse which would not be 
retraced. As the national debt had eclipsed the one hundred 
Mitlion dollar mark for the first time Gurine ver Cusine cuom 
of the War of 1812, so the national debt now surpassed the 
one billion dollar mark, in 1863, and rose to an unprecedented 
mren of nearly 2.76 billion dollars, by 1866 (fable 3-1). 

The existence of a@ very large national debt, plus a 
high of 1.29 billion dollars in expenditures and an annual 
deficit of 964 million dollars, in 1865, brought about renewed 
concern for debt reductions and decreased Federal spending. 
The debt had indeed grown to proportions beyond belief. The 
debt, in 1866, represented about OMS per cent of the national 
income as compared with 13 per cent after the War of 4812. 

The Republican party platform, of 1864, had already 
registered this concern when it stated: 

ee. « the pledge for the redemption of the public debt 
must be kept inviolate ... we recommend economy and 
rigid responsibility in the public expenditures .. - 
musty Syotem Of taxavions, «ce sustain the credit and 


promote ... the national econony. 


President Andrew Jackson took avery positive and 


5SDewey, Financial History, pp. 329-330. 


Scommittee on Bubilic Debt Policy, Our National Debt, 
ee ic. j 


7Porter, National Party Platforms, p. 36. 








TABLE 3 bo 1 


FEDERAL EXPENDITURE@® AND DEBT pata? 
SELECTED YEARS (1861-1899) 
(MILLIONS OF DOLLARS )° 


FISCAL YEAR EXPENDITURES GROSS D=BT 
1861 67 91 
1863 rane) 1 aL2€ 
1865 1,295 Zo Te 
1866 bvae 24 1G 
Ho 70 294, PANES) 
1875 275 2,156 
1880 265 - 2,091 
1885 261 1,579 
1890 298 In tee 
1893 384 961 
1894 : 368 O47 
1899 605 1,437 


“SOURCE: Davis Rich Dewey, Financial History of the United 
States, (New York: Longmans, Green and Co., 1939), 
pp. 269, 329, 401, 429, and 475, 


BSOURCE: U. S. Treasurer, Annual Report, 1968, (Washington, 
DP. C.: Government Printing Office, 1969), 
pp. GOeol. 


CFigures are rounded to nearest millions of dollars. 
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typical war aftermath view of the debt size and Federal 
activity. He could not reconcile theviacweliav Ciel 4 tea 
math required a Federal budget level above pre-war levels. 
He advocated speedy debt repayment and a retrenchment of 
Federal activity. He considered the debt as burdensome and 
evil. His views were echoed, in 1865, by Secretary of the 
ereasury, Hugh McCulloch, in considering the influence of 
debt which “adds to the power of the Executive oF increasing 
Federal patronage,"8 Their views Were Similar to others who 
had common concern after the War about the growing trend 
wmenmard a financial aristocracy centered in the northern states. 

The Republican party views of the Jackson adminis- 
Memon. Were relverated in tne Hepublican Party Piartoerm on 
1868, 1872, and 1876, although the emphasis appeared to have 
adrifted from primary concern for the economic burden of the 
Meee itself to provisions of protection for national labor 
and capital growth. The Jackson era had stressed repayment 
eeeencerest and principal Within a specified period. The 
Republican Presidential policies which followed stressed 
maintenance of credit, reduction and elimination of internal 
Pees, and higher protective custom duties. This shift from 
debt repayment to decreased taxes and protection appeared in 


8y, S. Treasurer, Annual Report of the Secretary of 
the Treasury, 1865, (Washington, D. C.: Government Printing 


@irice, 1965), p. 16. 
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the platform of 1872, which stated, in parc: 
e « e the revenues necessary for current expenditures 
and the obligation of the public debt (repayment) 
» © # Must be largely derived from duvies=on ameorcal lon 
which . . . should be adjusted as to promote the interest 
of the American labor and promote the prosperity of the 
whole nation.? 
In the decade beginning in 1880, the Republicans claimed that 
Pecnout resorting to loans, they had: 
oe PAald 8s0 million dollars of (Ghee eubleicede bread 
by refunding the balance at lower rates, had reduced 
the annual interest charge from nearly 150 million 
dollars annually to less than 89 million dollars 
annually. i 

However, Republican party Presidents were facing a 
dilemma similar to what Presidents Jackson and Van Buren had 
faced in 1835-1837. Annual budget surpluses, ranging from a 
low of 63 million dollars to a high of 145 million dollars 
(about one half of the average expenditure), appeared every 
year of the decade beginning in i880. 

The Republican President, Chester Arthur, Had@ucen 
unable to cope with the problem of surpluses by 1884, and was 
succeeded in office by the first Democratic party President 
in almost twenty-five years, Grover Cleveland. This shift in 


parties was only to happen twice during the years from 1860- 


1912, as the Democrats once again gained single term control 


9Porter, National Party Platforms, p. 54. 
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of the Executive Branch of the government in 1893. 

During this period, the advocates of high protective 
tariffs, principally the Republicans, would not accept the 
solution of decreasing governmental revenues by changing 
tariffs. Even attempting to lower taxes was an insufficient 
approach to the problem since more than 55 per cent of total 
revenues were derived from custom duties during this period,it 
The social climate and philosophy would not permit a higher 
evel of expenditure, Efforts by Presidents of both parties 
CO perform a costly accelerated repayment of debt were not 
successful since by 1886 all debt which was redeemable for 
many years to come hed been cancellea,1¢ 

It appeared that only one solution remained. In a 
successful bid to regain the Presidency in the campaign of 
1888, the Republican party had pledged to repeal all taxes 
“reavner tnan surrender any part of our protective system, "13 
However, in 1889, President Benjamin Harrison unsuccessfully 
proposed a renewal of the sinking fund as the only lawful 
ema proper sollucion. He felt that open market purchases of 
non-redeemable debt by the sinking fund would return the excess 
memwenues to the economy. Since the immediate effect of this 


action would be to drive up the price of government bonds and 


liu. S. Treasurer, Annual Report, 1958, p. 320. 
1i2Dewey, Financial History, pp. 429-433. 
13Porter, National Party Platforms, p. 80. 


aM 
interest rates, the concept cane under sharper t1 cis. 

The Republicans, by passing the highly protective 
McKinley Tariff of 1890, indirectly reduced the revenues and 
essentially eliminated the problem of sagcurplususoe Urat by 
meaemwend of fiscalsyear 1892) arsurpie of onto, 9 mean 
dollars was experienced, 14 The debt had been reduced by 
1893 to a level of 961 million dollars, the last year in 
our history that the national debt was ever less than one 
mmmbion dollars (Tabille>3=1), 

Fiscal emphasis, prior to the turn of the century, 
had been one of strict governmental economy and minimal scope 
of governmental activity. However, the approach to govern- 
mental responsibility was not as provincial as the strict 
@emetvructionalist philosophy prior to the Civil War, ‘The 
greatest expansion had come in the area of business and 
commerce regulatory devices and various types of grants. 
Rapid development of railroads and the absence of revenue 
problems appeared to foster most of the shift in attitudes. 

The financial panic of 1893, coupled with continued 
drop in export duties and the Spanish American War (1898), 
caused six straight deficit years and a growth of the national 
debt to over 1.43 billion dollars (Table 3-1). President 


McKinley (1897-1901) took the view during the waning years 


14Swanson, Hamilton's Fiscal Policies, p. 8. 
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of the century that internal financial conditions should not 
be permitted to increase the national debt. Lewis Kimmel 
comments that McKinley regarded strict economy as the only 
solution, 15 He adhered to nineteenth century political thnevgne 
evident from the term of President Andrew Jackson, in 1865, 
that annually balanced Federal budgets and an orderly servicing 
of the debt was essential. As the nation entered a new century, 
national fiscal policy determination remained keyed closely 


to the existance of the national debt, 
ine  Ovnammes Ce mciuiey, 


The first Republican party administration of the new 
century claimed solid credit cards ~- success in the war, a 
favorable international trade balance during the previous 
three years of 1.4 billion dollars as compared to a total of 
less than 400 thousand during the previous 107 years, continued 
Semrd control of both houses of Congress, and conclusion of 
the last year with a modest surplus after six straight deficit 
wears —- four of which had been under a Democratic administration, 16 
President Theodore Roosevelt began the new term with 


solid tools and a revised interpretation of governmental 


activity. The previous century had witnessed a somewhat 


15kimmel, The Federal Budget, p. 78. 


16porter, National Party Platforms, pp. 121-124. 
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limited role of the government as a regulator with an accepted 
cost as an interference in the economy, Although Roosevelt 
did not shift to the opposite extreme to view government as 
a well defined sector, he did foster the government's 
“facilitating role." Lewis Kimmel relates that this govern- 
Ment would define it”s fiseal responsibility to anclude 
Eeecance of the self—-initiator rather than relluctaneevesulavian. 
This was a step away from a pure laissez faire approach and a 
half step toward the recognition of a clearly defined public 
sector of the economy wnich developed after the 1930's,i? 

Presidents HOosevelteand Tart favored scalenccee 
budgets and reduction of the debt. However, small progress 
toward these goals was made during these three presidential 
terms. During Roosevelt's term, the recession of 1902, and 
the panic of 1907 hampered geaeerose toward a reduction of 
Gebt. In addition, the concept that economic government was 
Synonomous with low cost government was given less credence, 
Government expenditures during this period increased at the 
annual rate of four per cent without causing any apparent 
alarm (Table 3-2). Pressure against highly protective tariffs 
had caused adjustment in tariff laws and custom duties were no 
iemeer sufficient to maintain the revenues required. As a 


result, the Republicans approved a corporation tax in 1909, 


17Kimmel, The Federal Budget, pp. 82-83. 





FEDERAL EXPENDITURE? AND DEBT DATAD 
Selected Years (1900-1932) 


CUD TIsrekate™ et Wiel lene )) © 


Bascal Year Ex DenGs LURES Gross Dele 


0 0 488 1,263 
1902 Wi? 4 7S 
1904 532 1,136 
1906 549 1,143 
1908 SEA ea 7 
1910 659 iL Ly 
1912 655 1,194 
1914 700 il Altai’ 
1916 724 5225 
od 7 2,086 2,976 
1918 13.692 12,55 
1919 18 GZ 25,485 
1920 6,142 24,299 
| See 3, Ome 22,963 
1924 3,704 PN 2 Sah 
1926 3,518 19,643 
1928 Bout 17,604 
eo B5ene LO Ih 
1930 3, 946 155185 
HS 2 4,659 19,487 
SeeunC’: Davis Rich Dewey, Financial History of the United 
States, (New York: Longmans, Green and Co., 1939), 
pp. 474, 495, 513, and 533. 
DSOURCE: U. S. Treasurer, Annual Report, 1968, (Washington, 
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and proposed the forerunner of the present progressive and 
corporate income tax, which was ratified in 1914. However, 
both taxes yielded less than 250 million dollars in revenue 
mac ne first Six years ,19 

Difficulties in meeting rising expenditures and 
reducing the national debt led to greater calls for economy 
ema Cificiency in government. Included in President Taft's 
recommendations for increased economy and efficiency in 1912, 
was the proposal to establish a formal Federal budget system, 
However, the Democratic party had gained control of the House 
of Representatives, in 1910, and the Executive in 1912. 
Pemsequentiy, due to party differences, the budget system did 
HOt Sain approval until the Budget and Accounting Act of 
1921 was issued under both a Republican legislature and the 
return of a Republican President. !9 

Although the return of the Democratic party to 
Congress and the Presidency did not signal a change in the 
attitude toward debt, very little progress toward reduction 
of the debt was made prior to the First World War. Although 
President Wilson was in favor of balanced budgets and was 
disinclined toward borrowing, he did not hesitate to take 


iis route in addition to heavy taxation in the face of the 


1Spewey, Financial History, pp. 483-491. 


19Burkhead, Governmental Budgeting, pp. 18-21. 
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massive revenue requirements of the First World War, <0 

Lack of official concern Cover dade u eet sero 
mesulted in a debt of nearly 1.2 ballon colt ars S01 our 
standing at the beginning of the War (Table 3-2). During the 
War, less than 30 per cent of the required revenues were 
obtained by taxes and the debt once again was to an all time 
high of 25,5 billion dollars by 1919. This amount represented 
41 per cent of the national income or a debt of 242 dollars 
per person as compared to a Civil) War sdebt one iustever = 5 
Gellars per person, £1 

The normal procedure prior to the issue of treasury 
Zermbiiicates or bonds had been to obtain specific approval 
imeem cConsress for "each 1Sssuem However, upon the passage of 
mae oCcond Liberty Bond Act, during the War, Congress consolidated 
previous bond authorizations and set one limit. Subsequent 
eunoriZations were then made by ammending the Second Liberty 
Bond Act.“* This tool of COncuesemro COntLrol Jexpendilures=ra 
mecenatvional debt remains within legal structure today. The 
memavive role that this limit has played in influencing fiscal 


policy did not become evident until the decade of the Fifties 


20Dewey, Financial History, pp. 500-507. 
2lour National DEIR Oo. 1 Se 


é2Marshall A. Robinson, The National Debt Ceiling - 
An Experiment in Fiscal Policy, (Washington, D. C.: The 


ERoovings Inebicution, 1959), p. 2. 





51S: 
wnen the limit was reached and additional authority was not 


Sranted,. 
A Regression 


The Repudlicans regained the Presidency in 1921, 
in the shadow of war debt, a post-war inflation, and a current 
meceSSion, President Wilson had, during the previous adminis— 
weabion, sev the tone for debt legislation by approving a 
peeeines fund provision for statutory debt reduction in the 
meperty Bond Act lof 1919,¢3 However, President Hard in2aveo.. 
an exceptionally hard Jine regarding all debt creation and 
Gemeanded expenditure policies at both Federal and state levels 
of spending less than your income all of the time,<+ His 
views closely paralleled those of the Nineteenth century 
concern for debt as immoral and employment of the falacy of 
composition regarding: public and private debt comparison. 
President Calvin Coolidge (1923-1928) took a more 
moderate approach to the existing debt and stressed gradual 
reduction commensurate with a balanced reduction of taxes, 
President Coolidge regarded balanced budgets, rigid expenditure 
control, and reformed tax programs as the essence of his fiscal 


policy and as essentials for restoration of sound finance, 


23Kimmel, The Federal Budget, p. 86. 
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Of all of the previous edministracions. en Che Upeancds 
action to give lip service’ to the comecur ce!) conc. une 
party of this era was not only the most sincere, but also 
the most productive,“ HOWeVier, Seme DrOdUuc iid Vy Wecme reine 
expense of witndrawing from a concept of the Federal govern- 
BenLeas a contributonm rather than anw@amterierence méechanmwem, 
This regression presented even more of a hurdle for Presidents 
moover and Roosevelt to overcome in the early years of the 
depression, 

mie record Oh@the Gepueisncans incideny to~econom 
was impressive from 1921-1929. The national debt had been 
reduced an average of 900 million dollars a year; expenditures 
for Federal activity had been reduced from over 6,1 billion 
@ewtlers in 1920 to less than 3.6 billion dollars in 1928 - 
even during a rapid expansion of the economy (Table 3-2). 
imeacditicon, tax reduevions had been effected by the Hevenue 
Acts of 1921, 1924, 1926, and 1928, which reduced annual pay- 
ments by as much as 1.5 billion dollars annually. Also, even 
though the Republicans had increased protective tariffs again 
in 1921, annual custom receipts had almost doubled since 


1921.26 


25Dewey, Financial History, p. 524. 
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A FoOorceceds Recocni on 


tt ee ee ee 


The ensuing Republican administration, under President 
Hoover, was riding the tide upon acceptance of office. However, 
the depression, which began in 1929, was to force a recognition 
of the governmental role in the economy, the meaning of debt, 
and the proper definition of fiscal policy and power. 

President Hoover had unique concepts regarding the 
impact of balanced budgets and debt, He felt that tax decreases 
had bolstered the economy during the 1920's and that prompted 
meme tO propose a tax reduction during 19303 He was a firm 
memvever in balanced budgets which ineluded statutory reduction 
of the national debt. In order, to maintain the balance and 
restore confidence in the economy, he firmly believed in not 
oy 2 tax cut, but also an Heenan in public works expendi- 
tures, both on the Federal and state level.@? 

President Hoover, in his appraisal and recognition 
of the problem, approached the Hamiltonian model of the 
Presidency in that he believed: 

« e« « that the economy would not manage itself, but 


thought the deliberate application of social knowledge 
was necesSary. 


27Herbert Stein, The Fiscal Revolution in America, 


(Chicago: The University of Chicago Press, 1969), p. 9. 


281pid., p. 8. 
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However, he was dealing with a tool without much weienty, since, 
in 1929, the Federal expenditures were only about 2,5 per cent 
of the gross national product and Federal purchases of goods 
and services only amounted to about 1.3 per cent.<? 

In addition to these Be a) OS - Precidene HOOVc mera 
not possess adequate information, could not depend upon an 
independent Federal Reserve System to cooperate, and could 
not control state government programs which had more impact 
tMean the Federal government expenditures. In spite of these 
Mactvors, he doggedly pursued the goal of a balanced Federal 
budget and increased public works expenditures, The advances 
Moen ne made by increasing public works expenditures were 
lost two-fold by decreases in the private sector. In addition, 
mormecasted revenues were not to be realized since the national 
income dropped by 53 per cent from 1929-1932, 29 

The British retreat from the gold standard, on 
September 21, 1931, forced a decision by the President to 
approve a tax increase in the Revenue Act of 1932. This Revenue 
Act was to restore the balance to the budget and to prevent 
national debt creation in competition with private application 


for credit. There were few who challenged the tax increase 


20a 4, 4 ee 


30Charles Cortez Abbott, Management of the Federal 
Debt, (New York: McGraw-Hill Book Company, Inc., 19 , 
De 8, 


DG 
Since it’ was based on the traditional “sound finance” concept, 24 
It did not cause a confrontation to the balanced budget concept 
which had been a keynote of political fiscal policy for more 
than a century. 

President Hoover had been presented the challenge, 
but he continued to hold to the concept of the balanced budget 
as the key. He even initially refused to consider deletion of 
the statutory debt reduction amount of 400 million per year to 
eliminate the deficit. The statutory retirement had been 
exceeded by previous Republican administrations by more than 
Bee billion dollars, 34 However, by the end of fiscal year 
1932, Hoover deleted statutory debt reduction as part of his 
balanced goal. The national debt had remained virtually stable 
until the end of fiscal year 1932, when an increase of three 
billion dollars was registered (Table 3-1). 

President Heever"s administration, the last Hepupiiveen 
administration for a twenty year period, ended in disillusion- 
meio. tne traditional views endured to the end. Previous 
peacetime prosperity, during which a national debt had been 
memuced With regularity, would not allow discontinuance of a 
Similar policy even under adverse conditions. The deot and the 


effects of debt had remained a determinant of the resulting 


31stein, The Fisical Revolution, po. 31-33. 
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fiscal policy and had perhaps been a deterent to successful 
gGevelopment of a more positive approgcn. sine Concepre orea 
government in money terms only, a fovernment of Jivtic iInter— 
merence, remained prominent until chavienced by etae Perocrs a. 
party administrations to follow, These challenges reshaped 


the concepts of both fiscal policy and national debt. 


Pm) « 





CHAPRE RAI 
THE BACKDOOR REVOLUTION 
Explaining Away the Difference 


The years prior to 1930 had witnessed some evolution 
of thought regarding proper levels of governmental activity 
Within the framework of the traditional concept of annually 
balanced budgets. However, the last half of the Hoover 
administration and the ensuing twenty years were to experience 
an accidental revolution of thought: not only towards the 
mroper role of government, but BS toward a dehint rien ered 
"fiscally responsible" governments: It will become evident 
that the shift in philosophies was caused more by accident 
mien by design, The explicit national policies, whicn evolved, 
Wemerresctions to the frustration of a prolonged depression, a 
Teoval War, and the subsequent development of an environment of 
enlarged dimensions, 

The record of the Republican party, from 1921-1930, 
in fiscal matters, had been impressive. For eleven years, the 
U. S. Treasury had enjoyed a surplus averaging 760 million 
dollars. The national debt had been reduced from nearly 24 


erllion dollars, in 1921, tom™nearly" 16 billion dollars at the 


Bo 
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end of fiscal yeer 1930. Durine the same oer cue eo. a 
been reduced five times and yet, revenues had been sufficient 
to cancel almost twice the statutory annual debt retirement 
total of 4.4 billion dollars,} 

However, the Republican party was faced with disaster 
in 1932. President Hoover and his last two Secretaries of the 
imeasury, Ogden Mills and William Woodfin, were to find that 
even the bi-partisan Revenue Act of 1932, for increased taxes, 
was not sufficient to restore the balance between expenditures 
and forecasted revenues, Hoover's established goal of a 
meamanced budget," as the keystone to recovery from vhe depres— 
Sion, signalled his downfall. 

The deficit for fiscal year 1932, amounted to nearly 
three billion dollars (Table 4-1). President Hoover had 
Pomers ved in forecasting a balanced budget at least by fisceau 
year 1934, but, the tools which he had at his disposal were 
incomplete, For example, forecasting of revenues was hampered 
by out-of-date information, Taxes were not being withheld on 
@ current basis and, therefore, revenue forecasts were based 
on year-old income data. Less than one-sixth of expenditures 
meee tree from relavreon GO derense or veteran benefits and 
mars also rendered expenditures relatively inflexible as a 


BOOL., Hoover's only effective expenditure cut could come from 


inewey, The Financial History, p. 536. 
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FEDERAL BUDGET? AND DEBT Data? 
(1929-1953) 
(Billions of Dollars) 


Budget Surplus® Gross Mational 


Fiscal Year Ot Det cear Debt 
1929 On 16.9 
1930 0.7 ore 
ioe =e Ss Tome 
1932 Sree, TO 
1933 2 geo) 
1934: = 3,6 27.1 
35 ares: Bis 7) 
1936 ~ 44 3350 
1 S)8 Ye a fe (8: 36.4 
1938 = ay Bye 
1939 =~ eo oO ,4 
1940 Zt 42.9 
1941 mah 48.9 
olZ SEC yt ee 
1943 - 53.8 Oey 
194u = Oa ZNO. 50) 
1945 -45.,0 258.7 
1946 See 2 269.4 
1947 6.6 258,3 
1948 nine 252.3 
1949 150 252.8 
1950 a Ze 257.4 
1951 PAS Bog & 
1 952 Ona 259.1 
5 - 5.3 Z26Cee 


ameuRCH: U, S, President, Economic Report of the President, 
O20, Clastiniccenawm, C,: eOovernmenyerrintings 
Offices 1970), ps 249% 


BSOURCE: U.S. Treasurer, Annual Report, 1968, (Nashington, 
D. Ce: Government Printing Office, 1969), p. 61. 


Piroue: Budget Balances after Fiscal Year 1939 are based 
on Consolidated Cash Statements. 
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DUD Lic work expenditures,.¢ HiS proposal vo CYes publ cat omic 
expenditures, which had been keyed, to unemployment, by one=— 
Wedti Dillion dollars, sealed the poll ticaieiave tor sene 
Republicans to an enSuing twenty year absence from executive 
Pereicipation, 

Although Hoover had been defeated by failing to 
meryver his premised “symbol, the “balanced budget,” neither 
Mieecymbol nor the conceptual approach were te die an easy 
death. It will be recalled that Alexander Hamilton's system 
memoound tamance naa ineluded three essential Clemens 7 ihnese 
elements were: (1) a priority of goals; (2) flexibility and 
timing to changing conditions; and, (3) the use of appropriate 
accepted symbols. As noted previously, President Hoover had 
accepted a goal of restoration of Roar idenes Without debt 
creation, using the accepted symbol of a “balanced budget" with 
attempted flexibility .of tax and expenditure policy. The 
Democrats and Republicans were united on “the symbol." Both 
political parties promised annually-balanced budgets in the 
EwectlOons of 1932. ¢ However, since the Republicans had not 
delivered this symbol of sound finance, it became the job of 


the Franklin Delano Roosevelt administration to deliver at 


2Swanson, Hamilton's Fiscal Policy, Dp. O24 


3Stein, The Fiscal Revolution, p. 15. 


4Porter, National Party Platforms, pp. 331-350. 


ly 3 
least some version of the concent. 

President Roosevelt pledged, in 1933, that he would 
cut expenditures to restore the public credit. However, 
Roosevelt found it necessary to develop a dual approach to 
budgeting. His application of only general expenditures to 
the balanced budget role was a desperate attempt to deliver a 
political promise before the election of 1936, and still effect 
Secessary relief. His imitial impetus for expoSing ail 
emergency programs to debt financing, in a special category 
outside the symbolic budget structure, seemed to come from a 
realization that a balanced budget, in total, was not even 
remotely possible for fiscal year 1934, Therefore, he related 
mes relief and reform program financing to the publicly 
accepted "symbol" of permissable deficit financing in times 
of a national emergency ~ to be nonG off in time of prosperity. 
However, the public had previously only accepted war as the 
emergency which justified living outside of current means, 

Roosevelt was creating an illusion on debt similar 
to that used by Alexander Hamilton, ini1791. Roosevelt's 
“implied balance" in general (non-emergency) expenditures gave 
an illusion to non-creation of debt just as Hamilton's sinking 
fund had given the impression of debt repayment. While 


employing this concept, Roosevelt was committed to a contracted 





5Kimmel, The Federal Budget, p. 178. 





hy 
Dudget policy of economy for Senereine pena tut eoee (aaa 
expansive budget policy for emergency programs to create 
emolLoyment.. Since it. Was a Simple mae tsmetomo dt!) core cer. 
mcom one catezory to another, “he, in erfecu, "NMadeno Dudven 
mOLicy. 

Roosevelt -s technique Mf providing @vemporary relies 
funds and later expanded public works reform packages, created 
substantial deficits in the overall Federal accounts. In the 
first four years of Roosevelt's administration, the smallest 
annual deficit incurred was 2.6 billion dollars and the national 
debt increased from 22 billion dollars to nearly 36.4 billion 
@ollars (Table 4-1), 

Reoosevelu s initial policies Were policies son 
frustration and desperation. Although many major reform pro- 
grams were unsuccessful, they were tied to major expenditure 
decisions. However, President Roosevelt did forcefully 
Stabilize the international and domestic financial systems 
eomey in 1933. Although his steps for stabilization of banking 
and credit will not be discussed here, they were significant 
in that Roosevelt never again had to fear for inability to 
finance a deficit pudget.© Until 1938, Roosevelt's fiscal 
emphasis consisted of temporary stop~gapv measures to provide 


mirect relief, and relief through employment. He hoped, but 


Ostein, ae ha ScaleRevowue on. 9.654. 
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did not actually plan for, the stabilize tienusc! Source ec. ae 
mower and 8 YECOVEry Of cei cence. 

In this respect, Hoosevel tts) progeams weréesmot basic 
to any new economic theory during the period prior to 1938. 
peeGid, however, caélieupon the New Gainkine in economic 
Theory to “explain away" the budget inbalances and the slow 
mwesponse to recovery from his programs. He believed that the 
key to recovery and restoration of purchasing power was 
through changes in government expenditure rather than alteration 
of the taxing structure, In fact, the changes he recommended 
and implemented in taxation were upward revisions designed to 
cause reform and only secondly to gain revenues, 

Roosevelt, in explaining away the difference, came 
TO embrace and espouse the concept of the British economist, 
JOnm Maynard Keynes; relative to the "pump priming" aspects 
of Federal expenditure policy. Economist George Terborgh 
reflects that Roosevelt viewed the economy as a dry pump which 
would react to temporary Federal deficit expenditure injections 
in the income flow.’ However, he did not come to accept the 
view that expenditures should be consciously and deliberately 
applied as a balancing factor to Secure economic stabilization, 


as Keynes had postulated, © 


7George Terborgh, The New Economics, (Washington: 
Machinery and Allied Products Institute, 1958), ov. 4. 


8John Maynard Keynes, General Theory of Employment, 
Interest and Money, (New York: Harcourt, Brace & Co., 19306), 
mp. cc. 
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Roosevelt continued to cling to the hope that he 
could deliver his campaign promise of 1932 to balance the 
budget and reduce expenditures, He had consistently been able 
to deliver the latter promise since his public forecasts of 
expenditures for coming years had alwavs been projected much 
meener than what actually occurred — thus, giving the illusion 
oi reducing expenditures and reducing annual deficits, I 
pppeared that part of this approach was purposeful while tne 
ermeer part was’ due=to lack of proper statistics and inability 
Pome mplement on Schedule the huse public works expenditure 
Beogsrams which were approved. This policy of illusion appeared 
memeuccessful that 10 promoted him to say, as part of his 
budget message, in 1936, that: 
Ss DOL Cy as SGuccecding. The fimures prove 10. “secure 
in the knowledge that steadily decreasing deficits of 
today will turn into increasing surpluses and that it 
is the deficit of today which makes possible the surplus 
of tomorrow. Let us pursue the course we have mapped, 
Although this statement sounds much like the 
"activist" economic order of President Kennedy, in 1962, as 
related to taxation tools, Roosevelt was referring to the 
"pump priming" consequences of deficit spending policy. Even 
though Roosevelt was forced to take the economic analysis to 
fee polis in 1936 to “explain away" his recovery failures, he 
Still viewed balanced budgets as essential and expenditures as 
Yarthur M. Schlesinger, The Age of Roosevelt, Vol. I, 


The Crises of the Old Order, (Boston: FHEoughton-Mifflin Co., 
E757), Pp. 414, 
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stop-gap measures only. Economist Herbert Stein comments that 
this marginal approach may well have contributed to the severe 
limitation of recovery efforts, since these programs were 
emphasized as relief rather than recovery measures and were, 
Therefore, held to minimum scale, 19 In any event, the results 
had given the illusion that a balanced budget was a close 
meal ity. 

President Roosevelt and tne Democratic party were 
to receive a mandate, in the elections of 1936, despite the 
Republican charges of expansive Federal activity, high taxes, 
and fiscal irresponsibility - all of which were well in 
eeeeaence in terms of definitions of those days, Roosevelt 
had promised the voters 2 balanced budget within a year or 
two and this appeared valid within the framework of his 
merusion of progress, However, oe Republican presidential 
candidate had only promised that balanced budgets were necessary. 
In spite of the five tax increases, which had taken place since 
1933, this promised balance with a deadline appeared to give 
the Democratic party an edge to overcome the record of deficits 
in the election of 1936,11 The Republicans lost any essential 
momee in fiscal policy matters until the congressional election 
of 1946 resulted in a Republican majority in Congress. 


The campaign of 1936 had forced Roosevelt to educate 


19stein, The Fiscal Revolution, p. 61. 
liIbid., p. 72. 
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himself and the public in areas of public finance which he 
did not himself accept. He found himself defending a policy 
of deficit spending on the basis of the income multiplier 
effects. These reasons had previously besn strange and dis— 
Eewceable to him. The next four years of his administration 
were to confuse and shatter his traditional views regarding 
maeerole of the budget in the economy, He shad not really 
believed what he said, in 1936, and clung to the view that 


menuer was the only valid reason for deficit spending. 
Reeves taror Surviva. 


The recession of 1937-1938 was to awaken the adminis- 
Peeacvlon and Congress to a new level of confusion. The deficit 
had not been eliminated and recovery was not yet complete 
Gren this sudden violent soceuetion came about. Serious 
G@@esctions were raised°concerning the prospect that the economy 
head reached it's highest level and further growth would be 
impossible without continuous governmental intervention by 
the means of ever-increasing deficit financing. Many believed 
that the slow-down of governmental expenditures and increased 
revenues, in 1936-1937 had caused the recession, 14 

Por Gnhemerrst Gime, Serlovs pol icical questions™ Were 
molsed concerning the government's responsibility for economic 


Stabilization and growth. Roosevelt, although apparently 


1<Tbid., pp. 99-100. 
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becoming somewhat confused secomtlinied slo es idee aus 
meceretary of the Treasury, Henry Moernzenunan sy iwGetcreice mee 
the economists and spending proponents within his administration. 
Even as late as January, 1938, Roosevelt was aiming toward a 
balanced budget,13 
A large degree of Reoosevelt*s problems, regardina eee 
mormu1action of a positive fiscal policy, were in Strictly 
political considerations, On the one hand were proponents for 
Eeepansive governmental deficit spending to augment the ineome 
flow, and on the other hand were the Republicans end an 
increasing number of his own party demanding expenditures be 
meer bvner so that a tax readuceion could be effected. 
Roosevelt had been able to experiment with temporary spending 
and reform measures to alleviate President Hoover's depression. 
Maet936, his political supporters aor patient since the growch 
trend was up (Table 4-2), However, now he was faced with his 
own depression wnich demanded timely resolution and definable 
tools. 
Roosevelt's attempt to cut expenditures, in early 

1938, was the last attempt any President would make of this 
approach during a recessionary period. Stein states that: 

me ht, In eCffees,. became a national) fiscal policy aiver 


that time to never attempt an expenditure cut during 


13Franklin D. Roosevelt, The Public Papers and 


Addresses of Franklin D. Roosevelt, 1938, (New York: Mac- 
fmrtjan Co,, 1941), Dd. “ 
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NATIONAL ACCOUNT GROWTH DATA 
Selected Years (1929-1953) 


(Billions of Dollars)? 


Mea c Gross National Product National Income 
eS 103, 1 86.8 
1930 90.44 754 
1934 O Sa WO.S5 
ng 377 90.4 Vso rs 
1938 Br, 7 67.4 
7309 90.5 ee 
1940 9967 Sica 
1944 124.5 104.2 
19143 191.6 17Oe- 
{OL eet Vogue 
1945 211.9 cBsil 55 
1946 208.5 181.9 
1947 eka S 199.0 
1948 2576 22Lae 
1949 256.5 FAI ERS 
1951 320,44 27 G0 
53 364 6 304.7 


“SOURCE: U. S. President, Economic Report of the President, 
Lov; iasminevony ly Cn | Governmeny Prinving 
Ome er leo 10 ee OD spe lez 7 seo ee 





Opata selected to indicate shifts in growth trends and not 
eesiusted for price variance, 
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oy 
recessions, Lt 

Although the national debt had risen from 22,5 
pid on, in 1933, to 0. sil] lom py aoe tebe) emma 
had lost forte as a determinant of fiscal policy. One reason 
for this was that primary interest was focused on the level 
of unemployment during the period, not the size of the national 
mepv. Two additional factors influenced the decline of The 
faeot issue" prior to World War II. The first was the fact 
thet the Treasury had few problems financing deficit spending 
Without effecting the level of interest rates,1) The second 
macvOr Was that the introduction of trust funds with the reform 
legislation of this decade had shifted the effects of ownership 
of the debt. The trust funds were ready markets for treasury 
securities to finance deficit spending. In other words, the 
dept held by the public had actually declined during this 
period of time while intra-governmental debt ownership took 
up the slack,16 

These changes, and the pressures from Congress, 
caused Roosevelt to partially accept the new role of the govern- 


ment as monitor of the economic stability of the nation. 


14stein, The Fiscal Revolution, p. 115. 


15Henry C. Murphy, The National Debt in War and 
Transition, (New York: McGraw-Hill Book Co., inc., 1950), 
Pp. 13-15. 


16y, S. President, Economic Report of the President, 
1970, (Washington, D. C.: Government Printing Office, 1970), 
Pe 255-6 
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Manifestations of this shift in thinking were the establish- 
ment of the Budget Bureau within the Executive office of the 
Peesiaent, in SES. se opposed to being a staff office of the 
Treasury Department, Increased emphasis on national objectives 
such as a projected foal for national income was evident,i? 
Part of this shift was caused by conviction by Roosevelt, 
but, the greater part was surely caused by his inability to 
Barance the budgev or control the pressure on expenditures 
for relief and other programs, He wanted to shield the 
psychological effects of continuing deficits. His shift was 
demonstrated in his budget message, in 1939, which stated, 
ma part: 
We can and do fix the rate of taxation by law. We 
SannOUm Oy easimple Jesislavtive act, raise the Lever 
of national income, but, our experience in the last 
few years has amply demonstrated that through wise 
Fiscal» policies and other acts of government, we can 
do much to stimulate it.1 
Roosevelt's views were in part a reaction to past 
failures and also a reflection of some morbid approaches to 
economic theory. George Terborgh depicts one such approach 
woich felt that our economy had “matured” and That the 
frontiers of private investment had diminished with the 
maeeDL1on of replacement Of equipment, Therefore, the 
17Franklin D. Roosevelt, The Public Pavers and 


Addresses of Franklin D. Roosevelt, 1939, (New York: Ihac- 
mlian Co., i941), Dp. 36. 
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government would be required tO expand imvesiient so oeer. 
With ever increasing Federal det icicle WoSmieet CG pee 


om 


wsecular stagnation” of the economy would yequireoscent wae. 
eovernmental intervention to Stimulate consumer spending,!? 
mowever, these views and those neld by Hoesevely did mov 
meecive & trainina ercund. The emergence Ol a Nei7or worn 
mer settled many theories and provoked new questions. In 
addition, it provided solutions for Roosevelt's depression 


of 1938, by closing the production gap, demanding full employ- 


ment, and promoting fantastic growth (Table 4-2), 
A Forced Survival 


Althougnwinere mad been primary focus on purchasane 
power, production, and ultimately national income, during the 
decade of the Thirties, the emphasis soon came to rest on 
mass unemployment. The tools for solving unemployment had 
been backdoor approaches of temporary stimulation of relief 
With the hope that the economy would automatically readjust 
and eliminate the problem, The outbreak of the Second World 
War added a new priority to the problem, The high percentage 
OF unemployed - 9 million workers, or 17.2 per cent of the 


total labor force, made full employment a national roal.©9 


19Terborgh, The New Economics, pp. 5-6. 


20Paul A. Strayer, Fiscal Policy and Politics, 
(New York: Harper and Brothers, 1958), p. 223. 
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Political parties gave the Subject of full employment their 
entire attention. The reasons were obvious. First of all, 
poll employment was felt essential to the war efrort, “ococconail., 
ie public had begun to puv this symbell as Nishnes) in priory 
feecilecuion issues, 

Tne nave of war 1tselit, 2nd tie enarcecrer scr 
bovality of the Second World War, dictated a subjegation of 
political in-fighting and a moritorium of the rebellious 
congresSional attitudes which had developed toward the executive 
after the recession of 1937-1938. Congress was compelled to 
grant third-—-term President Roosevelt almost dictatorial pvovwers 
on the domestic and international scene, Therefore, from 
early i940, until well after the conclusion of the war, there 
was little influence on the executive in the shaping of 
National fiscal policy. The war gave Hoosevelt and his advisors 
a chance to test concepts out of necessity, and on a much 
lerger scale, which had not been called into use in any previous 
emergency. 

The impact of war preparation and the war on recovery 
and government finance was tremendous, Gross national product 
and national income rose rapidly in 1940-1941, to levels which 
maa nol been attained since 1929, and continued to rise each 
year throughout the war period. Gross national product, in 
1939, had been 90.5 billion dollars and rose to almost 212 


billion dollars by 1945 (Table 4-2), 





ap) 

President Roosevelt used all the powers at his 
command, including direct control of wages and prices, to 
eontrol inflation andwassist in finaneimesinte Wanpelescs Were 
steadily increased and although his attempts to finance the 
war ina current fashion were admirable, more than 55 per cent 
had to be deficit-financea.“! The revenues obvainecdm@by deficit 
minancing were, once again, of a dimension not dreamed possible. 
The national debt rose from a level of 40.4 billion dollars in 
m939, to 269.4 billion dollars by the end of fiscal year 1946 
(Table 4-1), 

The government's direct control of the economy and 
the dimensions of finance involved led to early thinking 
Concerning the proper conduct for post-war economy. During 
the war, it was evident that over 50 per cent of all production 
mas -directed to the war effort through the vehicle of govern- 
femeecontracts. ThiSwfact, plus the direct controls, made 
the public look more and more naturally to the government - 
in this case, the executive - for responsible policy for 
continued growth and stability. The mere size of the growing 
national debt negated much positive thinking regarding re- 
payment in the near future or at least not within the “living 
Beneration” thesis adhered to in earlier history. The success 
of wage and price controls, during the war, gave renewed 


empnasis to the thesis that post-war stability must be assured 


<lnurphy, National Debt, p. 254. 
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by the government. It was known that controls would end 
after the war and that the primary tools for stability would 
revert to the only other tools which had been recognized - 
tax and expenditure policy. 

Concern for post-war conditions had been a primary 
interest of both major political parties during the war and 
were the key issues in the campaign of 1944, <6 Vivid memories 
of the post-war inflations and recessions of the previous wars, 
coupled with the unemployment resulting from the recession of 
1937-1938, and the foreboding size of national debt demanded a 
Boncise post-war fiscal plan. The fear of unemployment, due to 
a Sharp drop in defense expenditures and the return of employ- 
able servicemen, also caused consternation. The public had 
become accustomed to prosperity, jobs, and growth and political 
factions knew they would have to deliver something to represent 


a commitment, : 
A Pian For Survival 


The result of concern for post-war economy stability 
was demonstrated by many means. However, the first significant 
indication of concern was passage of the Employment Act of 
1946. While the law, as passed, was a filtered version of 
the idealistic approach which was originally proposed regarding 


guaranteed employment, it did represent tangible indication 


<2porter, National Party Platforms, pp. 403-413. 
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of new economic objecvives,. 10 providede2 10701 nen 
maintaining growth and stability and established Federal 
meaponsibility to assure pursuit of policy to accouriishere > 
aaa, In effect, itudemanded. implementation ol ~rocra- 1-4 vo 
misure maximum employment, production, and purchasing power. 
It established a mechanism within the Executive Branch, the 
Pouncil of Economic Advisors, and within Congress, the Joint 
Committee on the Economic Report. 
itis I dekebe themamtention of the author to 

discuss the apparent deficiencies of the act or the mechanisms 
set up to implement the policies mentioned. However, it is 
Significant to note that one of the main objections to passage 
Of the Act is very germane to the economic situation which 
actually evolved late in the decade of the Sixties, Stein 
depicts this objection as one which: 

mee « came from people who feared they would commit the 

government to pursuit of a goal so absolute that it 

Might only be achieveable with inflation or price-wage 

aomerolsS Of BOUN., his fedrerci leCren awareness Of (77s. 

the possibility that with a very low level of unemploy- 

ment, and especially if the government were committed 

tO maintain it, uncontrollable wage and price determination 

mecht jead to continuous inflacion,. 

Acceptance of the new national goal of stability and 

growth did not seal the fate of balanced budget concepts or 


reduction of the national debt. There were attempts to re- 


define a balanced budget as a budget balanced at full employment 


-~ With full employment generally meaning about 96 per cent of 


23Stein, The Fiscal Revolution, p. 200. 
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the labor force. However, balanced budgets retained their 
traditional definition by subsequent administrations. Debt 
retirement likewise received attention and had not died as a 
political issve, Most of the concern was centered around 
excess annual debt reduction in the use of compensatory 
mcocal policy, in other words, generations of SUrplvses {tee 
high during an inflation could suppress consumer disposal 
income to such a level as to create excess deflationary 
tendencies and trigger a recession, 

As stated previously, the New Deal policies of 
feesicent Roosevelt e€mphasized the fluctuation of the expendi-= 
ture side of the fiscal equation to alleviate excessive swings 
in the economy. Likewise, President Truman emphasized the use 
Smpcpending tools vice taxation adjustment to achieve Stabiiivy. 
hemever, GUring the war, there had been Little opportunity for 
Roosevelt to adjust for inflationary tendencies by expenditure 
policy since almost all expenditures were war-induced, He did, 
however, adjust taxes to maximum levels and used direct controls 
as tools of stabilization. Therefore, some experimentation had 
been accomplished with fluctuations on the revenue side of the 
eemeauvlon during a period of rising national income. Also, 
President Hoover had claimed, during his administration, that 
Miestax cuts of the decade of the Twenties nad influenced the 


meamcastic growth in the economy ,< 


24ximmel, ie fede rae viC ee ya. ee 
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In 1947, the Republicans, in control of Congress for 
mene first time Since hoover s A2dminie, cat tom. mice mer 
agreeing with President Truman that a surplus was desirable 
during the post-war inflation, did disagree with Truman's 
approach to the surplus equation, They proposed a cut in 
expenditures and taxes,“ Their contention was the same as 
in 1937-1938, that taxes were opvressive and while debt 
reduction and surpluses were desirable, commensurate cuts in 
mexes and expenditures would produce the same result, 

HOWeVver,e resiacn. (ruman, fearingva dete. came 
fiscal year 1948, and not fully aware of the effects of inflation 
On expected revenues, resisted and vetoed attempts at a tax 
cut, 26 The Republicans were finally successful in passing a 
liemesce tax reduction bill over the Presidents veto, in February 
Spe orGs The timing of the tax site eilthough not really known 
Memecitner party, had been made at a most opportune time, 

The peak of post-war demand was to taper off late in 
MeeG, into a recession (Table 4-2). The tax cut earlier in the 
year had, inadvertantly, tempered the recessionary tendency. 
mes) Coes not dismiss the fact that the passage of the tax 
meauctlon appeared to be an indication of strict political 


mevivation and fiscal irresponsibility by the Republicans, 


25Stein, The Fiscal Revolution, p. 209. 


26y, S. President, Public Papers of the President, 
1947, (Jashinegton, D. C.: Government Printing Office, 1962), 
me 200. 
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Political reward was not evident, however, as President 
Truman was reelected under the banner of balanced budzets 
and disclaim of the “rich man"*s@tax bile Cea conmencs 
that: 

o e « Truman's victory on this issue raised uncertainty 

about the political value of being an author of a tax 

cut.© 
This uncertainty was later to inhibit acceptance of revenue 
Penustments as a velid Cool for fiscal policy. 

Tnererore, the goals of stability andwerowiTm nad 
peen accepted, The balanced budget was still a key issve but 
could be partially explained away by the use of compensatory 
fiscal policy. Although the Employment Act of 1946 had not 
defined the tools to implement the new national objectives, 
the administration had accepted eal marriage between 
Sempensavory fiscal policy and balanced budgets as the correct 
approach. Indeed this was one of the major problems with 
moermeeeyement of stability. Stein points out that fiscal policy 
Was overburdened. He states that: 

Fiscal policy was expected to stabilize aggregate 
demand in the face of current inflation and a prospective 
recession, while avoiding tax rates so high as to weaken 
moeCenuives Seriously and Keeping budseetary pressure on 
expenditure decisions, 


Certain general assumptions had been made about the 


nature of fiscal policy during the early post-war period which 


é7Stein, ine ar locale Revol LOlyue. 220" 
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permeated political decision-making. The assumptions indicate 
wnat those who accepted fiscal pokey sac oe ev OClso baw 
hein a ratner lofty sphere.  Chartes Cortez Avbowr sin his 


analysis of debt management, summarizes these assumptions as: 


ijn Fiscal polmemes cannot moemnen trans 

2e The government can have an integrated, consistent 
fiscal. peimey: 

Be fanipulative devices are known, understood, and 
available; and, 

4. The economy can be viewed in a mechanistic sense - 


@ machine that can be controlled, 

This was a very optimistic view of a@ tool thac even 
today cannot fit the framework of Abbott's assumptions, How- 
ever, failure to accept, integrate and understand fiscal 
policy was not the sole reason for its burdensome state, 

There was failure to even consider the use of monetary policy 
meme Supblement to budget policy, However, the Federal Reserve 
Board had petitioned, from the end of the war until early in 
1951, for release from wartime controls and independence to 
Pasoicipate in market stability decisions on all monetary 


spheres, 
Emanecipavroenm, Of Nonetary —Clicy 


During major wars, the Federal Reserve Board had 
been routinely called upon to assist the Treasury in deficit 
financing through, among other practices, guaranteed support 


of the government bond market. This practice, which was 


29axpbott, Management of the Federal Debt, pp. 140-141. 
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apain instituted during the Sccornd Veriaqw ar wad 2ol ceca 
discontinued, During World War II, the freeze on interest 
rates on government bonds head rendered monetary policy 
ineffective as a stabilization weapon. The release of direct 
controls in i946, forced compensatory fiscal policy to be 
recognized as the only tool available. Monetary policy was 
committed to support the bond market and, therefore, could 
mow permit interest rates to fluctuate freely to check the 
post-war inflation, 

The Truman administration, intent with balancing 
The budget and holding down expenditures after the war, was 
concerned with the tremendous refinancing required on the 
national debt and the increased. interest charges, 29 Without 
@ Federal Reserve Board committment to support, the Treasury‘s 
bond offering, interest rates noone increase and the adminis- 
meeeron Mmignt have difficulty in financing the roll-over of 
meeetational debt. AS a result, pressure by the Federai Heserve 
Board for release from support of an easy money policy in the 
long-term bond market went unheeded until late in 1950. 
Finally, the impetus of a currently financed war effort, ina 
semi-peacetime economy, caused such rapid inflation in mid- 
1950 that the Federal Reserve Board made an open break with 


Poe treasury end the President. In the fall of 1950, they 


20Maurice W. Lee, Toward Economic Stability, (New 
York: John Wiley and Sons, Inc., 1966), p. 43. 


63 
stated that their policy could) ne Vonrereep eer tere. oa 
Bicerest rate on lbong=teruecevermimen: bonds, 3+ 

The issue had become a political power fight between 
mecsadent Truman and Secretary of Une Treasum , cniee, aecr, 
on tne Side of pegged rates and Chairman of the Federal Reserve 
Board, Thomas McCabe, for independently determined rates, 
mowever, Chairman MicCabe was receiving increasing support from 
Senator Paul Dovglas (D. Illinois) on the subcommittee for 
Memevary, Credit and Fiscal Policy in addition to futl support 
ei the Republican minority. The issue was resolved with the 
Treasury--Federal Reserve Accord of March 3, 1951, 34 The Federal 
Reserve Board had been released from Treasury domination and 
was permitted to develop a total monetary policy for the first 
time since the beginning of the Second World War. This accord 
provided independence and identity to monetary policy as a 
Sioolement to fiscal policy as & tool for stabilization, 
Aitnough the Fed's first concern was the orderliness of the 
financial market, its primary goal became identified with the 
“ee for fiscal policy. 

It should be noted that release of a second agency 
momcenduct policy towards stability increases the possibility 
Pmomeravitly Of error as well as fortifying the chance of success 

ZlijJames A. Maxwell, Fiscal Policy, (New York: Henry 
Peameor and Company, 1955), Db. 10. 9 slmnul le 


32Tbid., Dp. 19. 
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through integration, Eliot Janeway, in analyzing the signifi- 
eence of the 1951 decision to grant freedemmero the reders! 
mesecrve Board, made the observation thal this nemetreoura  t1ec— 
dom had proven to be a liability to the Korean War fiscal 
programs, 27 

The pertinence of the forezsoine desenipumen of the 
merease of monetary policy demonstrated creation of a sharper 
definition of responsibilities and an acceptance that fiscal 
policy was only one of several means to promote stapility. 
Clifton Kreys and Olin Pugh commented to the effect that 
although the freedom of the newly independent monetary policy 
Was hampered by the adoption of a treasury "bills only" 
Merketing policy until 1961, credit policies did, in fact, 
have impact on stability, 2 

The last years of the Truman administration found 
the economy on a new plateau. Initial war mobilization demand 
ieew Droduction internally. Subsequent initiation of the 
Defense Support Program was to give a tremendous impetus to 
import trade at the expense of further domestic inflation, 
timesnavure of the war involvement found peacefull European 
femaeries profiting from inflation and cutting deeply and 

J3ELiot Janeway, The Economics of Crises, (New York: 
Weyorignt and Talley, iInc., 19 i aenooo 

34S tephen Heche WOO. "2.  feonemtc. POlAcCVeSs miOr 


Meclonal Strength, (Washington, D. C.: Industrial College of 
the Armed Forces, 1968), pp. 80-86, 
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permanently into the United States trade balance. This inter- 
national inflation was to add a new dimension to the arena 
See Stabllity, President Truman, sii le ere wie vo Cieeecr., 
sontrol the inflation on the domestic front, could now cope 
with the overseas inflation caused by excessive internal 
eemand. He had failed, vo control infletiongeas President 
Miemison was to fail a decade later, in the midst of a Timived 
War which prompted economic forces beyond executive control. 
President Truman left office in 1953, in the face of 
& prospective staggering deficit (Table 4-1), He still firmly 
meia2eved in balanced budgets, but, no longer was convinced 
that an annual balance was necessary. His last budget TESSEEO 
maaicated his partial shifting toward a cyclical budget balance 
Seoncept. He stated that the financial program of the Federal 
government: | 
° «© e cannot be plantned in terms of a Single fiscal year, 
fimemust be planned | |. . MOu just for the ensuing year; 
Isat tor three and even four years ahead . ... Budget 
pao Tiscal policy are tools Of Mational policy. As 
Such, they are the subject of controversy and evolution, 2° 
The period 1932-1952, had witnessed a revolution of 
thought concerning the role of the Federal government in a 
meeencconomy. it had seen the budget recognized somewhat by 
Merault aS @ Significant factor in the economy. It had seen 
o)e) lige Preset Bua wen, OuM ime "Ur Ted oo lales 


Government, 1954, (Washinston, D. C,: Government Printing 
@irace, 1953), pp. MS4=-M55. 
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the NeweDeal reforms tested. Without New eale fiscal pel cilcee 
Expenditure policy changes had been Ves ved for inpacy. anda 
proven valid. Taxation adjustments Nad nov been proapeseauer 
emrectbed Sufficiently Po be fully Vested as fiscal vool, 
The Second World War had projected budget and fiscal policy 
into position for a meaningful role. The War had also expanded 
the debt to such a degree as to make "debt existence" no longer 
mevad as a determainent of fiscal policy. Interest on the 
debt and debt limitation remained an element of fiscal policy, 
EweCHnOush nowt Sisnificant. 

National policy commitments had been made and were 
not yet fully understood ~- nor were the various tools of 
miolementation including fiscal and monetary policy.  Definvvacne 
of growth and stability with maximum employment were still 
contested into the decade of the Seventies, The attempt to 
Gemauct further reform through the “Fair Deal”™ and the advent 
of a war which was not required as an economy stimulant forced 
ememinevitable and familar situation, The Situation was a War- 
time inflation, balanced budgets and fears of post-war recession, 

Upon the scene came the Republicans, successful in 
mies reresidential election of 1952, for the first time since the 
election of 1928. Once again their pledge was to ring familiar 
with the pledge of the decade of the Twenties. They pledged, 


in part: 
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e « e & balanced budget, reduced national debt, an 
economic administration, & cut in taxes, and a plan 
fcOne Conan e oe inflation by encouraging the end to 
controls, 

The following Chapver sail explain Now iisca ty peimie,, 
became a calculated "wait and see" policy during the Fifties, 
and how the economy fared with the retreat to automatic 
economny-induced stability. Truman's gift to President 
Eisenhower was to be inflation at full employment economy. 
President Eisenhower's gift to President Kennedy, ten years 


later, was to be inflation at less than full employment economy. 


The reasons are basic and are exposed in the following Chapter, 


36porter, HeLiOnoebarty Lieatorme, pd. S0L=—502. 





CHAPTER V 
THE EISENHOWER YEARS - THE STRUGGLE FOR 
AN AUTOMATIC FISCAL POLICY 
the Framework 


MaCwHepubDI Cans Were VicvVOrlOous 1 sUMe pres igeacuan 
and congressional elections of 1954, This election presumably 
presented a mandate to President Eisenhower and to Congress, 
The mandate was interperted by Fisenhower as authority to 
practice fiscal omntmhedemy. in other words, he meant To effect 
emeeducvion in Federal spending and taxes which would deliver 
a balanced budget and an end to the inflation associated witn 
Democratic administration of the previous twenty years, 
Eisenhower has stated that: 
I put myself on record as an enemy of inflation and 
expressed conviction that excessive pega LON would 
destroy the iniative to excel, 2. = 

After he assumed the office of President, he said: 
There was no one among my immediate associates not 
dedicated, in principle, to the proposition that both 


Federal expenditures and the public debt must be 
Meauced, 


Ipwignt David Eisenhower, Mandate For Change, (New 
York: Doubleday and Co., 1963), p. 33. 
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The issue of inflation was Pom pecone tie > ov omon 
the entire eight years of Biseamemem tape eoid enc, eee 
isecome apparent later in this OGkapver thacecns parele rool 
of fiscal policy of the early years of Republican leadership 
became bi-partisan tools by the end of the decade. Eisenhower 
would not deviate from his central theme of anti-inflation | 
policy at any cost. in fact, he was not Seriously challenged 
in his evaluation of inflationary tendencies until 1959. Even 
-this challenge was to go unheeded, 

Tre previous Chapter examined the intense concern 
for unemployment policy whitch surfaced during World War II and 
became expressed as national policy by the Employment Act of 
1946, Maximum employment had not been a serious problem after 
the war with the exception of the recession of 1949, which 
caused unemployment to rise to 6.9 per cent. Employment 
recovery from this recession had been swift and unemployment 
remained very low throughout the Korean War. Unemployment 
ibe tomed Out at 2.7 per cent in August of 1953, and had only 
risen to 3 per cent by the end of 1953.° 

On *Uhe sewer and, the purchasing power of the dollar 
registered significant decline after the Second World War. 
The consumer price index increased nearly 48 per cent in real 
menms Curing whe period 1945-1952," Therefore, the emphasis, 

3U. S. President, Economic Report of the President, 
1970, (Washington, D. C.: Government Printing Office, 1970), 


prmec02, 
YTbid., De 229. 
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in 1952, on inflation in deference to unemployment, was 
understandable. Eisenhower's plan to deal with the inriaticn 
was by immediate recourse to balanced budgets. The Truman 
administration had departed with what would amount to a 5,3 
billion dollar deficit in fiscal year 1953 (Pable—5-i}., 
Hisenhower intended to balance the budget with a rapid and 
drastic decrease in defense expenditures associated with the 
Korean War and with a slight extension of wartime taxes, Even 
though the Republicans had come to office promising reduction 
Miatcaxes, Hisenhorer indicated, in his first State of the 
Maron messase, in February, 1953, that tax reduction would 
Peceive a lower priority than either balanced budgets or 
checking inflation. (> 

The controversy of extension of the war taxes and 
Subsequent revenue policies was to become the key to evaluation 
fees recessions whwhedscccurred during the Fifties, tne key 
Co bi-partisan fiscal compromise, and eventually the key to 
Pewee hrOnLlers In fiscal polieysnich tould evolve aivter 
1962. It is pertinent to establish the forces and key concepts 
Of bP isenhowuer“s fiscal polmecoye formulation at this point. 

iiewe la CLOTS the Status of the economy, Eisenhower 
had believed that Congress, the public, and the political 
Bemvties had been subverted by bad practice and false doctrines 

5U. S. President, Public Papers of the President, 


1953, (Washington, D, C.: Government Printing Office, 1954), 
ie 1D. | 
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TABLE 5-1 


FEDERAL BUDGET? AND DEBT paTAD 
1954-1961 


(Pailsons Ci spoiien. 





Fiscal Budevew Sumplus Gross National 
Year Or Deficit (—-)— Debt 

1954 — Jae eq M eB 

IS) ~ 3.04 274.3 

1956 ~ 4,09 LATO S 

a / - 3.94 270.5 

1958 ~ 2,94 276 

Loe -12, 86 28,2 

1960 ney 286.3 

1961 = Saal 288.9 


2 Se er a ee ee eT ee ee 


SoeunCh: U, os. Presidenv, Heonomic Report of the President, 
1970, (Washington, D, C.: Government Printing 
Of Pilce es 67 Ueno 2 oO. 











bsoURCE: U,. S. Treasurer, Annual Report, 1968, (Washington, 
D. C.: Government Printing Office, 1969), p. 61. 





CBased on Unified Budget Concept, 


into the easy road of perpetual deficits and inflation. He 
accepted the responsibility to retrain the public by example 

of a sound budget policy even at the sacrifice of immediate 
weerecductions. According to Herbert Stein, he did not believe 
he had a "fetish" about a balanced budget, but ratner that 
others Wee a fetish for increasing spending and unbalanced 
Bieeets.o eis cney nade come veo, embrace a principle of 


fpeeomatvic Stabilizing budsev policy with no intervention unless 





6stein, Wiest ise Coleievolustom, >. 292 6 
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the required action could be initiated well in advance of a 
shaft in the economy, ff the action when Was femoper scold 
not be determined and implemented well in advance, no action 
was considered @ better remedy than untimely ection, eeecomemi1s & 
Helter Heller detailed four factors which had” been tnelucneral 
mm the development of this consensus of fiscal policy of 
melying on tne automatic stabilizers in the economy. These 
factors were: 
1. The expansion of the Federal budget to a size which 
Mader euUllomaules fr Mextbidivy) GUuanLitaltively impor lam: 
oe, The Skhithumom emphascas from secularsstagnationaio the 
problem of cyelical fluetlations, = shift which wave 
a higher priority to flexibility and reversibility 
Of —polpey: 
®. The disappointing record of post-war forecasting 
ViLeniececemed CO Und@ercul Une 1 oundavien Of dis 
CErevronary pol@ey> ond 
4, The attraction of a budgetary policy based on auto- 
maticity and marginal budget balancing as a pragmatic 
middle ground on which a consensus_of otherwise widely 
divergent groups might be reached, 
Professor- Arthur Burns (pres@ntly Chairman-of the 
Federal Reserve Board) was summoned by Eisenhower in 1953 to 
become Chairman of the President's Council of Economic Advisers. 
Burns and consemresive Secretary of the Treasury, George 
Humphrey, were very influential in shaping Eisenhower's fiscal 


famerey, One of the key concepts which Burns contributed to 


BRisenhower's thinking was the fact that current developments 


?William Hamovitch, ed., The Federal Deficit - 
pesca) Imprudence or Policy Veapone, (Boston: 0. C. Heath 
and Company, 1965), pp. 85-86 





(2 
am economic fluctuations would s be IWnieie wi. sees eae 


8 


future economic events, ‘tn OUNGCr WOrTds |, ole seeds sco a 
mecession were to be found in the pirmorm pre pereculm -1 oc. 
marortunately, this concept, coupled With ameeoncecrmmevcracic 
welidgity of forecasts and inherent lags in tax and expends ture 
policy changes, fostered a period of cautiousness and lack of 
efrective planning action, The only significant advance 
planning, wnich was accomplished, related to stock-piling some 
emergency public works projects supposedly ready for expendi- 
meager in an ecmereencywee However, the planned projects were smaia 
maramoact and could only have effected expenditure changes of 
about 200 million dollars a year,” Pere rore, Bisenhower 
apparently had the tools available to deal with an emergency. 


fe—wasssoon to- be tested on that very score by the recession 


the “Vax Contiict 


The Republican Congress had assembled in Washington, 
in early 1953, postulating immediate reduction of war taxes, 
However, Eisenhower's principle of balance first and tax cuts 
later prevailed. The excess-~profits tax instituted for the 
Korean War was due to expire on June 30, 1953. Personal income 


8stein, The Fiscal Revolution, p. 294. 


M%ilfred Lewis, Jr., Federal Fiscal Policy in Post- 
War Recessions, (Washington, D. C.: The Brookings Institution, 
1962)  ] De 164, 
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tax rates were due to decline automatically as of January 1, 
1954, Eisenhower, through a series of Consressional committee 
power plays; was successful in extending the existing tax 
structure until January 1, 1954, and sainine an indefinite 
extension on the 52 per cent corporate tax rate which would 
have decreased on April i, 1951,,10 His primary reasons for 
extension were inflation and deficit budget balances. 

Both political parties were in favor of not only 
ee Teauction soon, but, also tax reform, The Republicans 
were opting for a conservative pro~investment tax reform as 
the key to continuous growth and reduction of deficits. The 
Democrats alternative consisted of a program for reduction in 
the lower income brackets to stimulate consumption expenditure 
with short-range advantages, This difference remained a 
@everrent to effective tax policy until a Democratic Presidency 
succeeded in fullfilling both goals in the decade of the 
SL Les, 

Although Eisenhower was to allow tax cuts to occur, 
in 1954, with full knowledge that the budget would still be in 
aageficit position, he Was not accepting the concept of tax 
reductions without expenditure reduction. Permanent expenditure 
reductions in defense spending were already planned for late 
1953, and were "in sight.” However, Herbert Stein points out 


10y, S. President, Public Papers, 1953, pp. 322- 
325. 





(he 
that this political compromise on timing for the tax cuts 
(i1.@., postponement of a businessman's tax cut) indicated the 
Willingness of the conservatives in Congress to temporize with 
wmne idea of budget balencing to present ea better m@aencemion: 
aeuccess of the type of tax cuts and reform they desired, If 
also showed the high priority the administration gave to budget 
balancing as a weapon against inflation, since they had been 
Willing to sacrifice scheduled tax reductions they valued most 


to anti-inflation fiscal policy.+1 


The First Test 


The recession of 1953-1954, was to be the first 
meportunivy for Hisenhower to test his fiscal policy. Since 
the administration was committed to anti-inflation policy, it 
haa ordered drastic reductions in aL eR expenditures in 
the fall of 1953. Thére is widespread agreement that the 
cause of the recession was the reduction of these expenditures, 
The President himself acknowledged that: 

ee. UMe contraction, in partwerepresented the eiforts 
of businessmen to reduce inventories and was sy ee 
by a large reduction in military expenditures. iN 


Econonist, Alvin H. Hansen, has written that: 


ine recession was duc almost entirely to the drop in 
government expenditures incident to a cessation of the 


bMStein, The Pisces. Revoluriom, po. 291-292. 


LP a)0/ SS President, Heomemesneport of the Preszdent, 


mo55, (Washington, D. C.: Govermment Printine Crfice, 1955)% 
p. IV. 
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Korean conPlicl.,. Tne decline in geovemumer wou. 
on goods and services in real terms amounted to 10.9 
billion dollars ,123 


in a Brookings institute study, Bert G. Hiekman concluded vnat: 


e « e the cutback in Federal expenditures was the major 
Geplav@onary TeTrece Acting Throvughoul the  cemunsecren. 


However, the commitment of the administration to combat inflation, 
preserve a balanced budget, and step “ligntly" prompted no 
Mejor aiscretionary fiscal action to be undertaken during the 
recession. 
Eisenhower mace varied promises of poSitive action 
against a recession. In November, 1953, he stated that: 
Tweonoen ltl becomes Chear thatethe SOVernnerGenass ve 
eD 10, waeaeLne fTuUlLL poner @% . of everythime Une 
sovernment has, will move in to see that there is no 
widespread unemployment.45 /;, —« 
Robert Donovan portrays the adminstration as being ever watchful 
Sioogmac economic imdicators. ibrenarneeal saw "a striking picture of 
@ President and his government grappling with a vast complicated 
economy, "16 jagetonen unemployment rose to 5.8 per cent in 
early 1954, Eisenhower and CEA Chairman Burns were loath to 
take any positive action Since they expected a natural upturn 
i3Alvin H. Hansen, Economic Issues of the 1960's, 
(New York: McGraw-Hill Book Co., Inc., 1960), p. 146. 
i4pert G. Hickman, Growth and Stability of the Post- 


Wer Economy, (Washington, D. C.: The Brookings Institution, 


1960), De 99. 
15uU. S. President, Public Papers, 1953, pe 785. 


16povert Je Donovan, Fisenhnonwer, Tne Inside Story, 
Wien York: Harper &6@0,, Inewpedioso), p. 209. 
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by earlv summer. <Any attempts to curd tne downturn in the 
econony were lergely structured chanses which had been effected 
prior to the start of the recession, or were part of the tax 
reform package which was due to be submitted even if there 
mea been no recession, 

Eisenhower considered maintaining confidence to be 
meomxcy CO recovery andeyas, vtherefore, reluctant to make any 
mpeelic Sipmeaich indicated he felt the situation to be an 
emergency, Extensive tax reforms had been promised in early 
1953 so that steps taken in this direction in early 1954 seemed 
only a matter of course, However, the reform measures imple- 
mented in 1954 were of a nature to stimulate business enter-~ 
prise: e¢.g., liberalized new investment depreciation allowances, 
ieee Treatment Of Hal Outlays as current expenses, and 
Bemeial vax credits for dividends recipients, The impact of 
these reforms plus the excise tax cut and automatic tax cuts, 
enacted in 1954, were to amount to a cumulative stimulative 
decrease in tax to business and individuals during 1954 of 
nearly $6.1 billion.?? 

Herbert Stein has commented that the recession was 
Me, Severe enougn to transgress an aeparent “band Of Inacliom. 


and require strong action, 18 However, the administration was 


1’arthur F, Burns, Preewerity Without Inflation, 


arden City, New York: Doubleday and Co., 1958), p. 32. 


18stein, Fiscal Revolution, p. 299. 
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to claim, in 1955, that the excise tax eul, 2 cme iio 
meform and monetary ease, and acceleration ef spl ned toc 
year 1955 expenditures were among the steps taken to stimulate 
the economy, 19 However, according to economist saliced lente 
moe Ciiects of discretionary expenditure actions were Sieniti_ 
Gant but too lave To influence the timing of the upturn, He 
eommsnts further that these actions probably only con¢ributed 
to the strength of the recovery, <° , 

The recession had, in fact, been mild compared to 
the recession of 1949. A review of employment figures reveal 
that unemployment had only reached as high as 6 per cent during 
one month in 1954, as compared to eleven months during 1949, 
By the end of 1954, unemployment had dropped to 5.5 per cent 
and was to continue to fall rapidly. By the end of 1956, it 
mee Only +.1 per cent, Cfaple ==). | 

The administration felt that it had passed a con- 
Siaqerable test with success, Recovery from the first Republican 
recession since 1929 had been swift. This recovery had been 
Seeecved With almost strict reliance on the effects of auromavic 
werollizers in deference to discretionary fiscal policy. 
Wilfred Lewis states that this reliance on the automatic 
stabilizers of reduced income tax payments and increased 


; 19U, S. President, Economic Revort, 1955, pp. 20, 
9-71. 


Z0Lewis, Federal Fiscal Policy, D. 184, 





ie 


TABLE 5-2 
UNEMPLOYMENT AND CONSUMER PRICE DATA 

1951-1960 

(Per Cent) 
Meer Unemployment Consumer Price Index? 
1951 363 90.5 
1952 30 a 
1953 269 9302 
ee D3 93.6 
192 44 93.3 
756 oad 94.7 
1957 +3 98.0 
1958 6.8 100.7 
Ley 505 OL 5 5 
1960 Bhs, WG 5 il 


SSOURCE: U. S. President, Economic Réport of the President, 
1970, (Washington, D. C.: Government Printing 
Ofcom uo Ove ph enec US end 2290, 


PIndex based on 1957-1959=100 per cent. 


transfer payments had been at the expense of budget balancing 
but had not produced the inflationary pressures which many 


el The Republicans had 


fesocilated with a discretionary policy. 

Sacrificed some employment and some revenue to inflation. 
Eisenhower's apparent full dependence on his economic 

eaevacsOrs for policy determination during this and later 

periods may well explain his reluctance to develop a positive 

peed, His CREA Chairman, Arthur Burns, expressed the reason 


for the absense of an anti-recession strategy. He stated: 


wre 6 ACC ONS ClO ClUrb PMerGceiniero: CCOMOMIC ACULVIVY 
did not express the unfolding of any master plan in 


Clvamoviteh, Federal Deficit, pp. 132-133. 


we 
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which all of the details had been worked out in advance 

and every .contingency planned Wer so be Gre ani 

sort of theory practically impossible wouter any satu emorL 

to implement it covld invite disaster. No two recessions 

rum the Same course, A Wise povernment Will) thermerore 

need flexibility in its approsacni. eee een. 

entrust the nations fate to a catezorical economic 

forecast or to a rigid economic program,© 

The reluctance on the part of the administration to 

plan or publicly acknowledge that a recession was evident was 
the key to Democratic party success in the congressional 
elections of 1954. As late as April, 1954, Eisenhower had 
publicly stated that he was concerned with the widespread talk 
of unemployment and was not considering any strong pump- 

[4 
priming action unless it was absolutely necessary.*2 However, 
the Democrats, while denouncing the Republicans for inaction, 
had not proposed any positive recovery plan. One exception 
Might have been the attempt of Senator Paul Douglas (D. Illinois) 
to solicit agreement to a policy of an immediate five billion 
dollar tax cut. Nevertheless, the Democratic charge of inaction 
and callousness to unemployment avpeared to be a prime reason 
for the shift in voter preference in the elections of 1954. 

A statistical study conducted by James L. Sundquist appeared 


womclarify the impact of the recession on voters. His statistics 


Smeported his contention that: 


22Burns, PrOocmerml Eve wi GnoOuuelnrtavion, DPD. 336 


23u. S. President, Public Papers of the President, 
1954, (Washington, D. C.: Government Printing Office, 1955), 


Dp. 300 
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The decisive swing in voter preference that resulted 

In the restoration of Democratic conunomet Como 

occurred when the recession struck in the winter (of 

1953), and... the voters whose loyalties were then 

switched remained on the Democratic side,24 /- . 

The resultant Democratic control of Congress seemed 

fe contribute further to Eisenhower's fiscal inactivigy cure 
ene remainder of the decade, The divergent views regarding 
tax reform and tax cuts would provide an initial stalemate on 
any tax programs and would later develop into an open compromise 
Of inactivity. Eisenhower's attempts to control spending 
during this period of increasing international and domestic 
CommittCments were also Jargely unsuccessful. Therefore, he 
MeGevirtually no erfective control over either the taxavion 
or expenditure side of the fiscal decision model. His lack 
of positive action during the recession of 1953-1954, had 
further convinced him that advance planning for positive 
fiscal action was not proper or necessary in a vigorous economy. 


He was soon to have his thesis examined as the recession of 


1957-1958 developed. 
The Decisive Test 


Since Eisenhower was now enjoying the Republican 


Pieosperity (from 1955-1957), his major concern returned To 


24 Tames Le OUNOGU Eee OlumrroCscm and FOlLICy, 
(Washington, D. C.: The Brookings Institution, 1968), 
pe 441. 
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Soncrol Of inf tapion sees resolve to deliver a balanced budget 
increased to the point where he began to define the balance as 
imciuding some provision for debt retirement,“ fe Pa aloep 
he was not requesting a balance, but a sizeable surplus. 
Besennovier was not successful in His goal of a surplus wei 
fiscal year 1956 due to various pressures on increased spending 
Hatem were drastically cutting into the prosperity-induced rise 
masrevenues, The pressure on spending only increased his 
ifesolive tO build nis fiscal program on a surplus concept, “An 
Pia itiional factor which contributed to Eisenhower's resolve 
for a surplus was that the debt limit established by Congress 
of 275 billion dollars was rapidly being approached. This 
situation had developed previously in 1953 and Congress had 
refused to grant an increase -—- demanding cuts in expenditures 
as an alternative. Eisenhower's fear was that authority would 
again be denied and that freedom in SCHOO IMs Torsderence 
programs and anti-inflation debt management would be inhibited, 
In fact, this did occur in 1957.26 

Bisennower still desired to deliver tax reduction. 
Although he came to believe that this objective would be 


approached only if he could generate a surplus sufficient to 


25U. S. President, Public Papers of the President, 
mooo, (Washington, D. C.: Government Printing Office, 1958), 


pe J0< 
26pobinson, National Debt Ceiling, pp. 38-46. 
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offset any tax reduction ond thereby mGfev ela ve tts tage ea 
budget. However, the pressure on spending did not permit 
generation of any sizeable surpluses in 1956 and 1957 (fable 
5-1)% In addition, the inflationary tendencies which still 
Mmemained as reflecvecs by a Sharp Trase i Ver consi ere imme 
index in 1956-1957 (Table 5-2) een any serious effort to 
Mme vose tax reduction. 

The recession of 1957-1958 was sharp and short lived 
iescd On its impact on production, Unemployment rose sharply. 
In April, 1955, unemployment peaked at 7.5 per cent and fell 
only to 6.8 per cent by the end of 1958 (Table«<5~2), Eisenhower's 
maemeton Was @ rerlecvion of lessons learned from the cardiac 
MmemesosioOn, He felt the economy. was vigorous and sound and 
would respond as before without any of what he had earlier 
termed "Slam-bang emergency oe He felt that a2 coc 
appraisal of the situation was required so as not to destroy 
Poem lac confidence. 

Eisenhower's reluctance to "tinker" with the economy 
was reflected in a news conference he held in February, 1958. 
In response to a question regarding the possibility of an 
emergency tax cut, he reflected that such a tax cut would have 
fae muyaling errect on the economy, but, he added: 

- e » this is something you can take hold of, and going 


woo Tar with Crying te LTeelswrem tie economy, then you 
ean get something else started, And you just remember 





84, 


» « » NOW we were always edn about inflation and 
things we were Givin tocetude., 


Fisenhower had indeed reached a peculiar situation. He had 
thought of recessions and inflation as opposite poles, However, 
the inflationary tendencies persisted throughout the recession, 
The consumer price index rose an additional 2.7 points (Table 
5-2), in 1958, more than the total rise had been from January, 
1952 until December of 1956, 

The President's policy of inaction Was nov going 
unnoticed, Extensive pressure for increased expenditures and 
lowered taxes was evident on many fronts, even within his own 
party. However, neither proposal was consistent with 
Eisenhower's desire to prevent deficits and check inflation, 

To compound the problem, both the Democrats and Republicans 
were fearful of loosing the political initiative on a tax cut 
Beoposal, However, the Sovatasyess Of pLOper Caw VcMT cilacmom 
either the investment side or the consumption side had not 
yet been resolved, 

The solution to taxation policy was reached by a 
party leadership moratorium on tax cuts, sort of a bi-partisan 
compromise for inactivity. This agreement for prior consultation 
lemvicen House Speaker Sam Hayburn, Senate Majority Leader 


2/1) ae President, Public Papers of the President, 


1958, (Washington, D. C.: Government Printing Office, 1959), 
ett? . 


if 


se) 
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Lyndon Jonnson, and Secretary of the Treasury Robert Anderson 
effectively killed the use of tax policy as a discretionary 
Miscal policy device to effecte recovery Uva 1962,28 
Expenditure policy was called upon to increase spending, 
but, similar to taxation, the administration had no ready plan 
for implementation. Expenditure policy actually implemented 
only increased spending by an annual rate of i.1 billion 


doliars by the end of 1958 and appeared little better than a 


¥ 
f 


side show action.<? 
What Level of Prosperity? 


Mne economy jieveled off gquickily into recovery 19 unec 
spring of 1958. The recession had been brief and Eisenhower 
was quick to note that “the storm was over, "20 Fowerci 
Eisenhower's “storm" was economic decline and not the state 
Sree tne economy or the current state of unemployment, The high 
unemployment still evident at the time of the congressional 
election of 1958 appeared to shift voter preference and restored 
even greater majorities to the Democratic party in Congress. 
Both Eisenhower and others later rated unemployment as a major 
PeaecLor in the Hepublican losses in 1958, 31 

28Ibid., p. 294. 

29°7ewis, Pisi¢els Pollieua De «2 0- 


30Dwight David Eisenhower, Waging Peace, (Garden City, 
. New York: Doubleday & Co., 1965), p. 310. 


31Sundauist, Politics and Power, pp. 456-462. 
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The assumed return of recovery, the prospect of a 
deficit year, and continued inflationary pressures caused 
Easennower to return to -a strictes fiscal sompyodow, ae poneeeD 
fer1ore the recession. He feared further imi lat.edary poreccune. 
such as those which followed the recession of 1953-1954. How- 
ever, he discounted the effect the Federal Reserve Board could 
have by employing restraint in mid-1958. Experience with lack 
of restraint after the 1953-1954 recession had been admitted 
by Federal Reserve Board Chairman Martin to have been a2 
Significant cause of the inflation from 1955-1957. 2° (s, 

Eisenhower later acknowledged that some of his 
advisors had warned against an early return to surplus budget 
Deticy. However, he contended that in addition to his fears 
of inflation, he was concerned with the rapidly deteriorating 
balance of payments situation, 33 Bisenhower's director of the 
Bureau of the Budget, Maurice Stans, reflected somewhat of the 
Mmecensity of Eisenhnower’s frustration with deficits, Stans 
Gerlected that the compensatory theory of Federal spending 
meeenot been successful and would never be successful unless 
spending was held in check. He further stated that the highest 
principle should always be annually balanced budgets except 


Mi time of national emergency. Emergency created deficits, 


32U. S. Congress, Senate, Committee on Finance, 
investigations of the Financial Condition of the United States, 
bie’ COneress, ist Session, @Wasnington, D. C.: Government 
Pemcine Office, 1957), Db. 1305. 


33Risenhower, Waging Peace, p. 385. 
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such as that which occurred in fiscal year 1959, should be 


5 9 
a 


followed by surplus years, 34 
Congress had been educated, at least in the dangers 
on Hisenhower's policy of surplus policy ana Considers tcnees 
a balanced budget as a neutral device, Economist Harold M. 
Bemers nad delivered @ stinging indictment to the congressional 
emmcommitctee on fiscal policy, in 1957, on the falacicus 
maicerpretation of balanced budgets, 22 Sieve these hearings 
and subsequent hearings should not be construed to mean that 
Coneress Was against the President's plen for a stabilizing 
budget which would show a sizeable surplus. Indeed, even 
maevehn the administration did not recognize that there was a 
difference between the levels of prosperity in 1953-1957, and 
1959-1960, Herbert Stein comments that the congressional 
studies conducted during the period of the recession and 
recovery found the Joint Economic Committee also a leading 
advocate of big: surpluses and easy money policies. 2° | 
Fisenhower's last attempts of using an automatic 
fiscal policy saw resort to the age-old fears of debt and the 
B4Maurice H. Stans, "The Need for Balanced Federal 
Budgets," Annals of the American Academy of Political and 
Seeqa! Science, 1959, pp. 112-115. 
35U, S. Congress, Joint Economic Committee, Sub- 
committee on Fiscal Policy, Federal Expenditure Policy For 
Foonomic Growth and Stability, 85th Congress, ist Session, 


(Washington, D. C.: Government Printing Office, 1957), 
pp. 412-419, 


36Stein, Fiscal Revolution, p. 363. 
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burden of future debt and deficits. He felt he had reason 
for alarm as the highest peacetime deficit in history of 
nearly 12.9 billion dollars had occurred in fiscal year 1959 
(Table 5-1). He had returned to arguments of the fiscal 
integrity of nations. He felt that a surplus was as applicable 
for fiscal year 1950 as it had been for fiscal years 1956 and 
1957 and that it had the same meaning. He failed to yield to 
the arguments of Vice-President Nixon and others for a tax 
cut to stimulate growth and reduce unemployment, He began to 
meauee arguments against his program to signs of political 
pas, o/ ' 

Eisenhower‘s continued concern was for long-range 
benefits, He disliked, but accepted, the short-range costs of 
unemployment and slow growth, And Rewaieeal: Ehe Costs Wwememcc 
Memien, Unemployment was still at 5.5 per cent at the end of 
election year 1960 (Table 5-2). Eisenhower had failed to 
recognize that inflation had actually been checked and reversed 
during 1959. These negative factors were reinforced by another 
Small recession in ae ne reached its worst proportions 
near election time. 38 joulent rolls increased by over 450,000 
persons in October, 1960 alone, and appeared to fortify 


Democratic charges of Republican mismanagement and slow 


SH ijontel 4) 385 Soke 


38Richard M. Nixon, Six Crises, (Garden City, 
“New York: Doubleday and Company, Inc., 1962), pp. 309- 
Bol. 
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economic growth policies. This factor appeared to be enough 
to return the Democrats) To control the Precitive eerane isos 
the government, ?? | 

The Republican party appeared to pay the ultimate 
electoral price as the cost of Eisenhower's programs. ‘The 
Value to be placed on unemployment would not be questioned 
acain vis-a-vis inflation until the Executive Branch returned 
to Republican control in the election of 1968. The policies 
followed during Eisennower's years sealed a death note to 
Mmipearvial ObServatlzon and automaticity and signalied barth 
Or fiscal activism, The determinants of fiscal policy would 
not be changed. However, the relative priorities would be 
changed and the lessons learned. from Eisenhower's fiscal 
policy would be reinterperted, The Republican party would 
acknowledge that it had provided r testing sround to the 


Democratic party policy of the 1950's. 


39Tneodore C, Sorenson, Kennedy, (New York: Harper 
ena Row, 1965), p. 217. 





CHAPTER VI 
Pisses ACiiy ils TO PaSCA te sOee iis 


The decade of the Sixties was to become the real 
test and evaluation period for an active executive fiscal 
policy. In 1966, economist Walter Heller, President Kennedy's 
Soairman of the Council of Economic Advisors, was to refillecv: 

Economics has come of age .. . two Presidents have 
recognized and drawn on modern economics as a source 

of national strength and Presidential power, Their 
elliIiNngneseGvOnuce, for Lhe Tirst time, the full rane 
of modern economic tools underlies the unbroken United 
States expansion since early 1961 - an expansion that 
io 20s fiest five years created Over seven midliion jes. 
doubled profits, increased the nation's real output by 
Perot rdeande closed these . samprodmction sap whicy 
plagued the American economy in 1961. 

Heller "was ©TeTrerringe TO O1ficial acceptance oT Ene 
Penmcenpts of “new economics” which developed from the writings 
of John Maynard Keynes in 1936.¢ Keynes felt that the govern- 
ment must approach the economy in the aggregate sense and 
intervene as necessary to establish an equilibrium at full 


smeloyment of resources without sacrificing a free enterprise 


Systen, 


lWalter W. Heller, New Dimensions of Political 
Economy, (New York: W. W. Norton and Co., Inc., 1967), 
ea Le 


Keynes, ihe Genemall imeem. 
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Republican party President, Richard |{, Nixon 
(1969- ), was to reflect on the same period that Heller nad 
referenced with additional comments on the record of thes'new 
economics" for the remainder of tne decade, He stared. ieee 
Heonomic Revort, on February 2, 1970: 

For many years, the American people have been seeking, 
through this government, the road to full employment with 
Staple prices. 

In the first half of the 1960's, we did have price 
stability - but unemployment averaged 5.5 per cent of the 
Giva\ian Lapor force, 

In the second half of the decade, we did have relatively 
Pi emi plLoymeny - 500 WLU Sharply risime prmecs, 

After five years of sustained unemployment, followed 
by five years of sustained inflation, some have concluded 
that the price for finding work for the unemployed must 
oae sare il ee Bom OF Vad. ; 

clo mnO cine e. 

EtGesident Nixon was addressing the results of the new activisy 
mrsea)] policy in controlling unemployment —- but not controlling 
inflation, The case iS not so simple as the following pages 
Will describe, However, the basic issue was again priority of 
purpose, Both parties sought low unemployment and sustained 
srowth, vut disagreed on the cost and speed of attainment of 
these goals, 

President Nixon was not casting a vote for inactivity, 
but a balanced and cautious approacn, He remembered well the 


eee Of an absence of an active compensatory policy, In 


1960, as Vice-President and Chairman of the Cabinet Committee 


Ss - 


3U. S. President, Economic Report, 1970, p. 3. 
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on Price Stability for Beenomic Crowih ne eae te ieam co 
convince President #isenhower to postpone a drive for a budget 
surplus and rather to increase expenditure and avert the 


by 


recession of 1960, The cost had been defeat in the Presidential 


election of 1960 for candidate Nixon, 
Grooming an Activist 


The elections of 1960 had not provided President John 
F, Kennedy with a popular mandate, His plurality margin was 
less than i per cent. The basic difference in campaign fiscal 
poricy had not been the issue of a surplus, or balanced budget, 
mine ravner, a policy of easy versus tight monetary policy. 
Beem political parties believed that surplus years were 
required to check inflation. However, Kennedy wanted increased 
Spending within the balanced budget and loose money to stimulate 
investment, . 

President Kennedy's first appraisal of the economy 
was grim, as related in his January, 1961 State of the Union 
message: 

eo «© e Seven months of recession, three and one half years 
of slack, seven years of diminished economic growth 

. « » recovery from the 1958 recession... never 
complete . . . unemployment never returned to normal 


“Nixon, SUC Ses, Ps 310. 


5Porter, National Party Platforms, p. 574. 


2» 


levels « « » «.  TNI1S SeMintoiret OnmococcenGou.) nen. 
tow stand, nel plese sic) are 


Fowever, President Kennedy proposed mo new Dians or Tools, 
es CCONOMIC policy Mesemoted Dial wone etree teem et cicnnOven, 
during the 1953-1954 recession, He took a grim view of the 
Situation, but only promised new recovery proposals if still 
needed in seventy-five days.? This sounded like a policy of 
Waiting to see if sometning would turn up. According to 
Theodore Sorensen, by late spring Kennedy had convinced him-~ 
self that no action Was necessary - and he took none.& 
Prestdeavanennccy Se initial similarity) ome aoe 

conservative policy thinking became apparent in his address to 
Congress, on March 24, 1961, on budget and fiscal policy. He 
stated: 

wee, Federal budget . . . Shnovild', apart from any threas 

two National security, be in balance over the years of a 

Mmeemicss Cycle, runmineg 2 derilciy in years of reecesien 

Omem revenues decline 4 . . and running a surplus an 

Peers Of prosperity, thus curbing inflation, reducing 

the public debt and freeing funds for private investment, 7 

Altnougn Kennedy eppeared to embrace the traditional 

views of government finance, he was to find this narrow 
definition of fiscal responsibility was impossible to integrate 


6y, S,. President, Public Pavers of the President, 


m9o1, (Washington, D. C.: Government Printing Office, 1962), 


PDP. 19-21. 
i Voice po ae Onlnoe 
Ssorensen, Kennedy, De 399. 


IJohna WwW, Gardner, ed., Wo Turn ihe Tide, Wen Worn 
Harper and Brothers, 1962), p. 99. 
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with his other values. Increased international pressures, 
culminating in the Berlin Crisis of 2961 meee ate omete 
internal cabinet pressure for increased expenditures, forced 
Pennedy to decide on & tax increase, or ecceptance of a 
deficit for fiscal year 1962. The Council of Economic Advisers, 
neaded by Walter Heller, and two other “new economics school" 
econonists, James Tobin and Kermit Gordon, prevailed on 
Kennedy to foreso a $3 billion tax increase,19 He ACCEDLCC 7 ums 
move Only with a firm pledge for a balanced budget for fiscal 
year 1963, 

hemubpl ican pPOblecy Mea nov coangced, Their  Veadorms 
Pemained fixed on Che target of balanced or Surplus budgets. 
However, conservative thought was in favor of a tax cut to 
Stimulate investment - within the framework of a balanced 
budget. Therefore, the only route to a tax cut would be to 
Sie cx pendi cures, Even CNGUGCMeaecOatlmuLoOn Of Minoriey 
Republican and Southern Democrats were able to stall many of 
Kennedy's "New Frontier" programs, pressures in defense forced 
Seepencivures to continue to rise, 

Prior to June, 1962, Kennedy did not look to a tax 
Gut as the key to growth. Herbert Stein summarizes Kennedy's 
fSeoromics during his first eighteen months as: 

eo © e increased expenditures for defense and for public 


services, financed within a budget which would be 
mavanicea 4 4. | OUL Of Browlne = yrelo Of the existing 





10Heller, New Dimensions, Pp. 32. 
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tax system plus higner taxes if necessary, and monetary 
expansion to keep Cie C€conony opera Wie weresc TO 
Povenvial. 
Stein points out tne basic differences between the Kennedy 
economists and President Eisenhower’s economic advisors, He 
states that Kennedy's advisors were: 
1. less concerned with the problem of inflation; 
2. prepared to intervene in the market mechanism 
with measures other than fiscal and monetary 
DOlLCyY, 12 Necessary; and, 
Cee nlenly conrtdent in their ability to forecast 
SecOnomiec 1 UCCUaeLIONS accuravely and adopr 
fiscal. DOlvemeeto achieve Stability within-a 
narrow range. 
All of these concepts were alien to conservative thought 
Mmercaraing the lack of flexibility and responsiveness of fiscal 
Delicy., The basic premise of reliance on the automatic 
stabilizers and natural market mechanisms had been proposed 
by the Committee for Economic Development in 1947, and 
femieiously followed by President Hisenhower, especially in 
his last two years as President,13 


President Kennedy aiso leaned Ynitially to the con= 


Memvavive side, However, his Council of Economic Advisers, 


1istein, The Fiscal Revolution, p. 378. 
izTpid., pp. 382-383. 


i3committee for Economic Development, Taxes and 
fmew budget: A Program for Prosperity in a Free Economy, 
New York: The Committee for Economic Development, 1947), 
pp. 13-15. 
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along witn sucn noted economists as Paul Samuelson of MIT, and 
seymour Harris of Harvard, pursued an “education campaign" on 
the President and others regarding the fallacy of accepting 
mie concept of balanced budgets without consideration of a4 
full employment budget. As Theodore Sorensen describes it, 
the Council kept the President: 

e « e buried under a tide of memoranda. They become 

ie most nt ently MOST IAUS Tea. eee ae consul ted 

Council of Economic Advisors in history.! 

Seymour ewe relates that although Kennedy had an 
analytical mind and because of his relative youth had not 
WwemetOped 4&2 Strons committment to traditional finance, his 
conversion to the principles of new economics was to take nearly 
two yeers,15 Pressures for increased spending and the still- 
present deficit were to make him reluctant to accept the 
political and economic gamble of a tax cut as a stimulant, 
feeemaent Kennedy had promised a balanced budget for fiscal 
year 1963, 16 However, the economic recovery faltered in May, 
1962. This factor, with spending pressures still evident, 


caused the President to make the first indications of a break 


I4sorensen, Kennedy, p. 264, 


15Seymour H, Harris, The Economics of the Kennedy 


Years, (New York: Harper and Row, 1964), pp. 24-27, 


16y, S. President, Economic Report of the President, 
igee, (Wasnineton, D. ©€,: Government Printing Office, 1962), 


b 
pee oe. 
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prom “funetional 7 inonce . 

Walter Heller and Herbert Stein relate the significant 
developments on the conversion of the President to be the 
following: 

1. The President's famous Yale speech, in June, 1962, 
Which attacked the “myths" of inflations created 
Dy deficits, recessions caused by spending, and 
debts as immoral burdens on our grandchildren; 

2. Kennedy's press announcement on June 7, 1962 of 
future extensive tex reform with net tax reductions; 
end . 

3 THe popular reception of the President's speech to 
Che conservative Fconomic Club of New York, when 
the President gave the first public explanation of 
why tax reduction was the key to growth and full 
employment,17 

The Presidémt "Ss conversion had not been without 
apparent compromise to the symbols of “sound finance." Kennedy's 
speech to the Economic Club of New York held out the tax cut 
meme Sucest route to “budget balancing,” while providing 
[mee nvives” and “redustions in non-defense spending, "18 These 
symbols had been basic to Republicans and conservative thought 
from the time of President Hoover and Secretary of the 
Treasurer, Andrew Mellon, in the 1920's. The President's 


necessity to continue, in the Hamiltonian approach, was 


succinctly described by Norton Long as: 


0 ee ae, 





l7Heller, New Dimensions, pp. 33-48; and, Stein, 
The Fiscal Revolution, pp. 407, 420. 


lSpublic Papers, 1962, pp. 875-877. 
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» woos Une preal pyscholoctcalmaccepuon es] tiene md 1 
the Trent iar colors. 


The President attempted to circumvent the aversion 
MomLme present dericit by cavezori Zine Cehie) vo. temouaweds: 
Our practical choice is not between a tax cut deficit 
and a budgetary surplus. It is between two different 
Mamas Of GCrRCIUS se Chronic deficit. of eimert leaner 
tne unwanted result of inadequate revenues and @ restricted 
eeOnomy: Of a Gemporary deficit of UransSivion resulving 
mec 2 COX CUGdectencd FO DOOSt Lone EConony senawachi eve 
Mos It Uichtom@ragtey Surplus, Tne first type em Gdernc. & 
1S a Sign of waste and weakness, The second reflects an 
investment in the future,@ 


Tne Quest For Approval 


The President, having been convinced that a fisieal 
Pemer play was the correct action, sent a tax cut bill to 
Congress in January, 1963. However, other key actors in the 
meyetiad not been convinced that a “quickie" tax cut Was 
necessary. Congressman Wilbur Mills (D. Arkansas), Chairman 
@meene pOWerful House Ways and Means Committee, was more 
Mivemested in structural tax reform and closing revenue loop- 
metcs than tex reduction, He was aware that the Revenue Act 
of 1962 had provided tax incentives to business investment 
worth over 2 billion dollars annually. In addition, inflation 
head been held in check as indicated by the stable wholesale 

19norton E, Long, The Polity, (Chicago: Rand 
McNally, 1962), p. 99. ia | 


20Public Papers, 1962, p. 880, 
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price index, and unemployment had leveled off at 5.5 per 


cent,“ 


The signs available did not seem to indicate the 

need for massive tax-cutting measures, However, Theocore 

Sorensen reflects that 

Ow wee Ee resident,  DrOUzN Telit Mmatoumcrs gl nadie ye 

Mills egereed to amajor tax reform billewithee little 
tax reduction to help it along. When presented, it was 
a tax reform and tax reduction bill. In testimony, it 
mecame 2&2 tax reduction and tax reform bill, And, when 
Memonec”d Olumby Malis, the Busse Wetiane had his major tax 
Cie Wien a Itrule Cax rerorn, 

However, flexibility of fiscal policy was nov in 
evidence, It took the House of Representatives nine months 
TO pass the measure, Forty-eight Republicans deserted the 
party leadership to vote for the cut. The Senate passed the 
bill with minimum debate, Therefore, the Revenue Act of 1964 
Sereaoiead the first vote of acceptance of tax reduction as a 
positive instrument of fiscal policy. 

The Revenue Act of 1964 reflected some changes from 
Wee President's original proposal. Due to its late passage, 
the tax reduction was to be phased over two years, 1964-1965, 
rather than the three years, 1963--1965 as originally proposed, 
Corporate income taxes were reduced from 52 to 48 per cent 
rather than 46 per cent, and margins on personal income tax 
ély, om pee en Us BeConemirc Hepert Of the Presidenc, 


963, (HaShineton, eee, Government Printing Office, 1963), 
pp. A-XVII, 





i 





ééSorensen, Kennedy, pe 432, 
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were reduced to i4-70 per cent rather than i/t-65 per cent. 
The impact of the tax cut was $13 billion at an annual rate 
With $10.6 billion accruing to individuals. In addition, the 
base withholding rates, in 1964, were reduced in one stage 
from 18 to 14 per cent even though the effective tax in 1964 
remained at 16 per cent. This change had significant impact 
on an immediate increase in consumer disposable income, Also, 
peice the difference in tax due would not be realized until 
the spring of 1965, it had significant impact on the elections 
in 1964, Louis Banks quotes from a study conducted by political 
analyst Samuel Lubbell that the 1964 Lyndon Johnson Presidential 
meeLory tended to read as: 

wr. 2 Dlebiscite for the going econemic system and 

fears that .. . (the Republicans) might change it 

“eos. it ut (the economy) collapses, it will take 

meomoctocraAbic party With 10 . « « « [née proper role 

mer an OpooSition party .. . is to make clear what is 

going on and to advocate effective alternatives, 

It appeared that tremendous power had come to be 
vested in the Presidency as it assumed a positive role in 
forcing maximum employment and a target rate of growth with 
minimal international monetary inbalance or domestic inflation. 
Presidents Kennedy and Johnson's success in achieving the 
goals of sustained growth and lower unemployment by 1965 
mere tO fix tnese objectives as political imperatives for 


23Louis Banks, "The Economy Under New Management,” 
Betoun? & Voge LXXl, No. 5., (May, 1955), p. 230. 





HOA 
SUCCESSIVE yoearssy Tnis Ligh. fer or ovum ened mec arom De 
accepted as an internal "war" in somewhat the same sense 
that Franklin Roosevelt had required “total power" to combat 
an external war in 1940. Louis Banks has stated that Economist 
mewmour Harris. in rererenee. to Them impor vanconot suse bortile, 
Mould recommend, if necessary, new and bolder risks of 


Beecutive power to maintain the objectives. He sugesested such 


means as: 
id. More teeth in Uhe Presidential wage-~-price guidelines 
which were in use from 1962-1965; 
‘2. Acceptance of a 2 per cent annual inflation rate; 
3. An end to Federal Reserve Board indeperdence; 
4, Stiff controls on international transactions; and, 
5. If necessary, devaluation of the dollar.<* 


History has shown variations of all of tnese proposals 
surfaced during the last years of President Johnson's adminis- 
meevlon iY Stvtempcs to promote growth without inflation, 
Mewever, before consideration lS einem co thie dl keira sonsse ne 
last five years of the decade, a review of economic changes, 
mmeen Occurred during the period of passage of the Revenue Acts 
of 1962 and 1964, and the Excise Tax Reduction Act of 1965, 
fiemld be beneficial, 

The record for 1961-1965, indicates that inflation 
did not surface as a problem until late 1965. The wholesale 
price index remained stable until 1965 and had only risen by 


meemeer cent during tne total five year period, The consumer 


* a 
o_o 





24tpia, 
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price index was likewise Give sta nven Puen incre sor 
only 5.4 per cent in five years. Unemployment, except for a 
minor setback in 1963, hed decreased steadily and averaged 
only 4.5 per cent durinz 1965. Corporate income, a key to 
investment, had taken a dramatic increase during 1964 and 
1965 and increased by over 41 per cent during the five years, 
Gross national product had increased by 36 per cent. Tax 
Meamction had been effected and although budeetary deficits 
totaled over $22 billion during the period, Federal expenditures 
were also ud by over 27 per cent from 1961 (Table 6-1). “New 
Feoencier” and “Greav Society" programs and strategy were riding 
fiemolace Of Victory —- until an uncontrollable element, UThe 
(eeewnan War, Was introduced into a Supvosediy fully controlilebie 


environmental model, 
Drool hess Cakes 


The upsurge in total Federal outlays in late 1965, 
awe LO escalation of the Vietnam War, coming as it did as the 
economy was moving rapidly toward full employment, tipped the 
balance of economic pressures toward inflation, The svending 
Peoaecvlces which developed reduced allotted funds for President 
Memason's "Great Society" prosrams, but, not enough to offsev 
increased defense spending. The economy entered an area of 
excesSive ageregate demand it had not witnessed since 1955. 


Once again, questions of spending priorities and unemployment 





TAPLE 6-1 


ECONOMIC DATA (1961-1965)? 


SELECTED Year [Total | 
INDICATOR omy 1962 - 1963 190s mes eee 
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(1957-59=100) 


-Wholessale 100.3 - 10056. 100.5 hoz 


-Consumer HO5s+ 6 106.7 LOG t@ Ooo % 
Unemployment 
Per-Cent es. Dis 7 Tee 












Corporate Income 


| 
| 
(After tax) 
(S$ Billions) 27 SIR. 3344 


Gross National 
Product? 








~ {8 Billions) DOcn 7? >2OmmE OU. 5 8037.4 Gel. 9 
Budget Surpvlus® : ; 
"or Deficit (-) 
($ Billions) = Bits ae et ee a 59) = 1 one=220 7 
Federal 
Expend itures® 
~ (S$ Billions) OO DO OmOn mls meatal Our Poy hicies 





“SOURCE: U. S. President, Economic Report of the President, 
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versus inflation were to surface, 
Rapid Vietnam spending tmerecasessa coupled ts thie 

rapid rise in private spending, in late 1965 and early 1966, 
of 2-3 billion dollars per quarter, achieved the unemployment 
target of 4 per cent, which had been established by the Kennedy- 
wemmson term, Therefore, a reevaluetion of fiscal policy goals 
Meeerorced relative to further expansionary or deflationary 
momen, Lester Thumew, conmembing on this period, stated that 
President Johnson: 

mos» Moved #@ a Slightly more deflationary. position, by 

increasing social security taxes $6 billion, by cancelling 

Si billion in scheduled excise tax reduction (the second 

stage of the Excise Tax Act of 1965), by reducing incomes 

$14.2 billion with a graduated withholding system for 

individuals, and by reducing corporate income by $1 

ie tone ranmovicn cCuitlingetmemtime bebween <o. «. Camas 

and tax payments, (Therefore) discretionary fiscal 

action, at the beginning of 1966, increased the revenues 

by almost $9 billion, but large expenditure increases 

- . » (caused) the full employment surplus ,.. {to 

fall) from $4 billion to $3 billion in 1966.25 

Therefore, although President Johnson had been 

successful in passing the Tax Adjustment Act of 1966, to 
meeemplish the “quickie” discretionary actions described above, 
jie large expenditures necessary for Vietnam and his own 
unwillingness to postpone sore Great Society programs, such 
as expansion of Medicare, dictated that monetary policy would 
26 


memrorced to assume the role of checking inflation. 


25Chitwood, Economic Policies, p. 117. 


26y, 5, President, Eeononie Hepert of the Present, 
1968, (Washington, D. C.: Government Printing Office, 1968), 
De (0. 
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The Federal Heserve- Board) Nadeelmeady oo olielomscu, 
in late 1965, by moving, to raise bank discount rates. However, 
wore LiVeEStTMeNt SDeENCins SUlLLI Strong, “eam 1iscat vorle, 
calline for accelerated income tax payments with resuwitant 
Pecoit demands, interest rates rose rapidly and credit ravioning 
threatened to brake the economy too sharply.“ This was 
already apparent in mid-1966, as the "credit crunch" was severly 
Gerecting housing and other construction, Monetary ease did 
Meu perin to show until the President, by gaining temporary 
mepeal of the investment tax credit of 7 per cent which had 
been granted by the Revenue Act of 1962, checked investment 
pressure late in 1966.28 However, expenditure pressures in 
the Federal sector remained high in a virtually full employment 
climate. These deficit expenditures caused severe cost 
pressures in labor intensive markets with a resultant impact 
on prices levels, 

PaesvTaent JOnNnSOtwms Knowing that the™ trend or war 
would increase deficits still further sent to Congress, in early 
9967, 2 proposal for a 6 per cent income tax liability surtax,. 
He was attempting to use the flexible, timely-action fiscal 
mermula of the new economics to decrease the aggregate demand, 


The surtax was to be effective on 1 July 1967, for a two year 





27"Monetary Policy in the 1960's," Federal Reserve 
Bulletin, (September, 1968), p. 714, 


28economic Report, 1958, p. 280. 
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period or until after Vietnam Yar commi etneny. lal crcimor. 
mf this occurredrearltier, = Lt woulde be sap rica Ome oa 
corporate and personal tax liability. Howevemy Congress 
appeared very reluctant to even hear of a tax increase in the 
presence of a slowing economy. 

In the summer of 1967, with deficit spending expected 
wemtecach all time proportions, private borrowers began To speed 
up their credit demands in anticipation of future needs. 
Therefore, although monetary policy since the "1966 crunch" 
had been relatively easy, interest rates again soared to 1966 
levels.“9 This forced a Johnson-Congress confrontation on the 
need for a tax increase, only now the proposal was for a 10 
per cent surtax since the originally proposed implementation 
Gate had passed. In addition, the President wanted further 
Speedup of corporate tax collections and a further postpone- 
Meme of excise tax reductions, 20 

Congress, although aware of the pending deficit in 
Wmesbudset, was not receptive to the use of tax policy increases 
fer che purpose of “fine tuning” the economy. Once again, 
Chairman Wilbur Mills, of the House Ways and Means Committee, 
Was to make a mockery of assumed executive power which was 


tepempoing to develop a "flexible fiscal tool.“ Chairman Mills 








ao ‘Nememoryer ome," pe 715. 


30u, S. Congress, House, Committee on Ways and Means, 
Hearings, Tax Proposals of the President, 1967, 90th Congress, 
fev Sessien, Clashinston, 0D. C.: Government rPriicine Ofetemec. 
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finally forced Johnson to compromise, whereby a tax increase 
could only be? passed concurrent with his commiLemen tp atesredice 
expenditures, When finally passed, the Revenue and Expenditure 
Control Act ef 1968 would even have less than full year impact 
on calendar year 1968 since the effective date for personal 
M@come tax liability was 1 April 1968. in effect, this only 
eaelored a 7.5 per cent surtax for that year, 

The passage of tne law "provided proof that Conomess 
weula ellow fiscal activism in both directions, restraint and 
expansion. However, even though the surtax did draw down 
$10.5 billion at an annual rate from the income stream, the 
resvits, by early 1969, were not as encouraging as had been 
expected.3¢ The effects of fiscal restraint applied by 
President Johnson seemed late and disappointing. The attempt 
wemuse active fiscal policy without proper flexibility had 
resulted in an excessive inflationary spiral with pressure on 
meres rabes even during a period of monetary policy ease, 

Me cepicted by President Johnson's Council of Economic Advisors, 
Wpon departing office in January, 1969: 
» » « Several elements of private demand showed unanticipated 
strength. The sluggishness of consumer buying, in early 
spring (1968), tended to be temporary and misleading. 
peelicss Investment began to move up Sharply ...- .e Home- 
building rebounded . .. all elements amounted to an 
31Economic Report, 1968, p. 85. 
32U. S. President, Economic Report of the President, 


1969, (Washington, D. C.: Government Printing Office, 1969), 
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unprecedented buoyancy in Driveterdemandeaad production, 2 
The impact of the surtax was to continue to appear insisnificant 
as VeTS@nal income and industrial outout continmeqds pomrisce in 
the first quarter of 1969. Meanwhile, the reigns of the 
Executive Branch of the governnent once more shifted back to 


wie Republican party. 
Shifting the Reins 


The HepuBimNcan party campaigned toward victory in 
the presidential election of 1968 under many banners. The 
banner of fiscal issues was “an economy in crises." The 
Peesence Of avrapid rate of inflation and high budgetedeTicits 
Wee Well known to both major political parties. However, 
President-elect Richard Nixon had read in these signs a call 
newer return to the style of the old economics and ineterms of 
iemeo ].d a ers orthodoxy. He had sensed that public 
Cemridence inthe» liberal tradition of the “New Deals" »was at 
a low ebb, 2+ His prediction appeared valid after election day 
reaults, 

innie Weaclereor Sieniricant = impact of “tne -hevenvueranda 
Exvenditure Control Act of 1968 by the end of calendar year 
1968 was accepted by the Jonnson administration in its 
recommendations for 1969. President Nixon, in evaluating 


Polbwa., pes. 


34"Did Economics Lift GOP Hopes?," Business Week, 
(July 13, 1968), pp. 34-35. 





ION, 
those proposals and the past record, was to find that price 
@eterioration was SeGVeGTe me tia cets ws tlpeis Ci sit lero 
mes ereoa@t. The record of growth and price Spepiia ad ieee 
the pericd 1961-1965 hed been impressive, However, the record 
fron 1965-1968 was bad and 1969 would experience further 
deterioration before the trend was slowed. Table 6-2 depicts 
average yearly gains for the period 1961-1965, and yearly 
increases in various indicies from 1966-1969. The consumer 
Piewce index, wholesale price index, and the gross national 
peeowel AG6éfilavor had averaged only small increases during each 
year in the period from 1961-1965. However, expenditure 
pressures forced a sharp increase in the price indicies during 
1966. In 1967; the mini--recession caused by the "credit 
crunch" of 1956, of excessive tight monetary policy, resulted 
i aslight drop in growth trends.2> All priee indicators erese 
sharply after 1956 ee point where during 1969 the consumer 
price index averaged 5.4 per cent; had peaked at 6.9 per cent 
ir che second quarter and was still 5.7 per cent during the 
fourth quarter, The rate of price increases, as measured by 
meemGliP price Gerlater, indicated a 5.2 per cent vise during 
the second quarter of 1969 and had only subsided to 4.7 per 


cent by year-end?3® These fieures reflected the highest rates 


35Albert E. Berger, "A Historical Analysis of the 
(eedit Crunen of 1966," Federal Reserve Bank of St. sLewis 


Review, (September, 1969), p. 30. 
36Rconomic R@cort, 1970, p. 54. 





ECONCMMCGRDATA (1961-1 SoG) 2 


SELECTE YEAR 


INDICATOR 1961-1965 1966 NY, noe. oa 


Prices 
mer Cent 
yearly change) 


-Consumer 
index te Zo Zi Lee 


eo lesale 
index nO Sie. NE ae. 


-GNP deflator lt 27 SA 4.0 


Unemployment 


(Per Cent) — Do ae 558 Sinks 


Corporate 
mrorits 
After tax 
(Per Cent 
yearly change) Sis <c -. -,4 





Gross National 
Pod uc t 
(Per Cent 
yearly change) Sail One 24 9 





1969 


5.4 


D6) 


4.7 


oe 


2.69 


“source: U, S FRESMQCHG, SCOnOmIC. Reponume: the. President, 
1970, (Washington, DD. C.<Govemnment Prinving Office, 


1970), WO eo 5 eet O 3-250), 


DReal GNP based on 1958 prices, 
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1a 
of inflation Since the Korean War, 

Real growth, as reflected by the rise in GNP (Table 
6-2) rose steadily during the first three years with the 
exception of a minor setback in 1967. Unemployment remained 
below the targeted figure of 4.0 per cent during the whole 
period and did not show signs of weakening until late in 1959. 
Corporate profits, however, plunsed and showed the effects of 
tax actions as well as cost pressures in labor intensive markets 
maa scarce labor environment, 

Presiden, Nixon had entered thewWihite House with the 
tremendous inflationary pressures indicated above. His plan 
emavvack Would be different from the stop-go activist fiscal 
policy which preceeded him, His challenge was clear, No 
Poltmecal Incumbent would Survive with the presence inrlavtion 
rate or could afford to brake the economy too hard and cause 
emereceSSion,. His emphasis Was to be on Stability rather than 
growth, 

President Nixon proposed a policy Ofer adiaieism:, 
Meer fiscal and monetary policy ef restraint, but with minimal 
interference with market mecnanisms, This meant high taxes, 
Heaeral spending cuts and surplus budgets. Even though demand 
Weer stiltl high, he felt that the’ fiscal policies implemented 
in late 1968 and early 1969, which would shift the budget 
position by over $28 billion, and the monetary policy shift 


in early 1969 would begin to show effect by mid-year. He firmly 


iL 
believed that the cuyrent inflation Ned beenweaisci oy iene... 
ease and excessive budget deficits, President Jonnson's 
budget deficit for fiscal year 1968 had been $25.2 billion 
(Table 6-3). In addition, past Federal Reserve Roard Chairman, 
Weibiianm M. Martin, gdr., ned admitted that a mistaken snitt co 
monetary ease in mid-1968, due to fear of excessive fiscal 
restraint, had actually sabatoged the efforts of fiscal policy. 2? 
Therefore, the strategy would require a cooperative Federal 
meeervye policy and Nixon was later to move to assist in this 
development, 
Piecmuacamtcreiy se pOlicy, aS reiterated In "nis Beene 

memwert in 1970, called for: 

a stability of economic policy .... (as) a means to 

en end .. . of steady growth, predictable gévernment 

ection in maintaining a sound economic climate, and 

constant involvement of the people in setting their 

iw prLortiytes, 

The Pinieeration set out with a game plan for 

disinflation, The game plan included four distinct elements 
or phases, Paul W. McCracken, Chairman of the Council of 
Beonomic Advisors, stated that these elements were: 

Teco La kemuncumaLeC Of sini 1ar10n: 

2. vO accept the fact that effects from fiscal and 


monetary changes would be visible only after a lag 
Oil Pines 


37"How Burns Will Change the Fed," Business Week, 
(Wectober 25, 1969), p. 103. 


38Rconomic Report. 1 O70 ee, 
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TABLA 6a3 


FEDERAL EXPENDITURE AND BUDGET DATA2 
(1966-1971) 


(Billions of Dollars) 


FISCAL YEAR 
oom 967 1908 a1 9S 9 ee 


Budgset Surplus 
em Heficit (=) 81.5 Son = 2557 Bae ines. lean 


Federal 


papenditures 
(yearly change) 16.2 2356 ZOm6 5.7 13,3 2s 


SSOURCE: U 
1 


: President, Economic Report of thew Presidenn, 
97 (Weemingson, D. C,:  Governiene Primcing (Cinrcer 


on 
0, 
1970), po. 250-251. 


DbRased on Unified Budget concept. 


CHstimated for fiscal year 1970-1971. 


4, 
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to determine a definite sequence of indicators which 
Wold Siemalea cnance was required: ald, 

to influence and effect resumption of expansion and 
growth, 39 


The tools that the administration felt they need to implement 


the game plan included the following: 


1. 


various tax increases, including extension of the 
Ssurtex until 30 June 1970 (at a rate of 10 per cent 
until 30 December 1969 and 5 per cent for the balance 
Obmune werica | pmcTcOnUlauance, of vie 7 per cen 
investment tax credit, and extension of excise taxes 
beyond the scheduled repeal date of January 1, 1970; 


39Paul W. McCracken, "The Game Plan of U. S. Economic 


Policy," (Unpublished), Remarks prepared for delivery before 
the Ottawa Political Economy Association, Ottawa, Canada, 
- February 24, 1970, pp. 6-10. 
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2. a surplus budget position for succeeding years; 

3. & cooperative monetary policy; and, 

4, absence of any direct interference using wage- 

price @uldeliges or Moral suacaon ee 
moe President Seng Wis tex proposals to, Congres. sone wr 
21, 1969. Once again executive fiscal policy was to demonstrate 
Meck Of effective flexibility. Congress did not apvrove 
extension of the surtax to December 30, 1969, until early in 
Peeust. Even the extension of the surtax for the first six 
months of 1970, at 5 per cent, was not signed into law until 
December 30, 1969 as part of the Tax Reform Act of 1969, In 
imme OPINION of the Ceuncil of Hconomic Advisors, tne long 
eepate by Consress was damaging to the anti-inflation fight. 
They commented: 
Conv imua lw eunCerbaln Gy about tax prospects, whitch rarsea 

doubts about how determined the fight against inflation 

was going to be, contributed to the persistence of 

inflationary psychology throughout the year,41 

The President's dr IVente. a -SUroluS Was succese mm 

in fiscal year 1969 (Table 6-3). However, it appeared as if 
the determination of Congress, to enact the tax cut-tax reform~ 
social security benefit bill, in late 1969, was making a hash 
Gueriscal policy. Proposals, counter-proposals, and Presidential 


veto threats about proper revenue levels in November-December, 


1969, were interpreted by many as a: 


“Omconomic Renort wie. poe ccc / + 


“Ttpid., De 32. 





Vides 
oe » Strong challerge to FPresi@encva i borin ss 
fiscal matters «. ws) we Ene Conres vad ee tre ede, 
semblance of order in fiscally lve. eae mis ae 
burden on Monetary policy Le -comenenl inflation. *¢ 
Although the President appeared to compromise on the 
tax Dill, in late December, and swallow the revenue loss, his 
continued resolve to maintain a solid restraining fiscal 
policy was evidenced by submission of a surplus budget for 
fiscal year 1971. Even though the projected budget surplus 
was small and nas been called by many financial analysts a 
“precarious balance," Since it contemplated future congressional 
actions, it recommended only a $2.9 billion, or about 1.5 per 
cent, increase in Federal expenditures (Table Guay VS ine 
small rise in expenditures was essentially determined by the 
December tax bill. 
~The future impact of the Congress-President struggle 
in November-December, .1969, on fiscal policy, was addressed 
immer memoer Herbert Stein. He staved that: 
BOm Orc | See es ia vo Ieee ONC Ce Cs pDOSd elem ic. Sitcdl: 
Merve to rely primarily on stabi@izing the rate of growth 
of expenditures so that it keeps pace, approximately, 
With the growth in revenues from the existing tax pawn ~ 
Sr eserc will be after the legsrslation is enacved.,” 
iMmnect, many conservatives had gone along with the revenue 
W2"porther than ever from Fiscal Policy,” Business 
Week, (December 13, 1969), p. 31. 


Y3Hobart Rowen, “Nixon"s Budget: A) Precarious 
Bamance," The Washineton Post, (February 3, 1970), p. 1. 


4Wiumax Bill Could Handcuff BiG eta. pbUGINess = cell 
(December 7, 1969), ppv. 12-13. 
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cuts in the bill since it would tend to hold down expenditures, 
Liberals, on the other hand, were for tax cuts and increased 
social security payments in view of 1970 election rewards and 
because some believed, as they did in 1963, that tax cuts 
Would raise future revenues and promote still greater 


exvenditures, 
Guaranteeing An Alliance 


(We rpresiaen:y did not follow the rough meed of 
restraint during 1969 alone. After mid-July, the Federal 
Reserve Board, responding to the absence of restraint indicators, 
eemmped (own hard on money and credit expansion. The rete of 
paaewch of the woney supply, whicn had averaged 7.2 per cent in 
1958, had previously been reduced to 4.4 per cent during the 
“arst six months of 1969. After mid-year, the growth of the 
money supply was held virtually stable at a 0.6 per cent growth 
Meve, and averaged only 2.5 per cent for the entire year, 5 
Indeed, part of the President's game plan had been to nurture 
a monetary policy which would work in concert with fiscal 
Pomtrcy restraint, 

Although the President recognized the traditional 


independence of the Federal Reserve Board and monetary policy, 


he knew the political consequences of untimely monetary policy 


4 5Reonomic Remon. koVOy Dee con 
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changes, In what appeared as part of a plan to influence the 
movement of monetary policy, the President nominated Arthur 
burns, who had been ex—President Eisenhower’s first CHA Cheir- 
man and was serving as one of Nixon's advisors, to succeed 
to Chairman of the Federal Heserve Board, effective in 
February, 1970. By recommending, and eventually installing 
ibmrs, Nixon had succecded in placing the first economist in 
tnat position, Also, he gained an ally who understood the 
Mer tings of fiscal policy and could recognize fiscal policy 
Seeeecos, Burns head comcurred with Nixon's game plan that 
Stability of policy was paramount. He came out strongly 
asainst “fine tuning" and advocated an even policy. After 
nomination, Burns was quoted as saying: 

ier ainkeenas abrupt snitls by the Federal Reserve Eoard 

have been too frequent in our nations history. Our 

Menevary Butvnorities . .. need to learn how to fore-— 

cast better cee Cor) recognize that occilations of 

iNMeme vary policy May €asily preve destabl1liZzing, 
Mmeeaweas Obvious that the President was seeking to assure 
GConeruence of action through his nomination, 

The administration had attempted to "ride out" 1969 
with a policy of gradualism - the policy of concentrating on 
monetary and fiscal policy restraint without using the 
Pee Jdene's power, authority, or prestige for any kind of 


46 urory Burns Will Change the Fed," Business Veex, 
(October 25, 1969), p. 104, 
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voluntery guidelines, Tne road nad peenerous ties scone 
Signs of dampening inflation had not appeared until tne fourtn 
quarter of 1969, ~- one quarter later than expected - the 
President had to resort to verbal assertion to business 
organizations and threat of Presidential veto to Congress to 
Heenan a convincing policy posture. iI was not until late 
1969, and early 1970, that some insiders were to find faults 
Mech “gsradualism,” Arthur Burns summarized this concern 
before the Senate Committee on Banking and Currency, in late 
December, 1969, by saying: 

I think our policy of gradualism has been sound and 
correct. On the other nand, I think we made a mistake 
With the executive establishment in talking so much 
about it. its one thing to pursue @ gsradualist policy; 
io cmonaunenr boing to, tell everybody that is exactly 
wnat you are doing. I wish we hadn't talked so much 


Peoul teu, » « (We) should .°. . apply (gradualism) very by 
thoughtfully and responsibly, and do very little talking. é 


Defining the Policy 


The year, 1959, had been a year of policy execution 
and sone reformulation for the Nixon administration. Results 
hed not been as swift as expected but began to surface during 
wWm@eweariy months of 1970. The President, reflecting on lessons 
learned during appraisal of the 1960's, stated: 


1. We have acknowledged that the government is often 
the cause of Wide swings in the econony. 


47 arthur Burns on Easier Credit .. . Business in 
70," U. S. News and World Report, (January 12, 1970), p. 59. 
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2. We acknowledge human elements in econonic affairs - 
fear, confidence, nMabit ~ and that the ecoueny 
cannot be managed mechanistically and will not 
Suspend 1s voles Co accomocave Hela pieces ones. 
3. We acknowledge that one-year planning levels lead 
to almost as much confusion as no planning at all, 
and that there is a need to create a public aware- 
ness of long-range trends and the consequences for 
future years of decisions taken now. 
The 1970's were to bring about a revised framework for fiscal 
and monetary policy decisions. The presentation of the 
meonomlic Report of Ghe President, and comments by his advisors 
regarding the effects of the tax bill and current expenditure 
programs molded a “revised fiscal orthodoxy." The impact of 
past Federal expenditure decisions, when coupled with known 
state and local government demands, and private demands, 
indicated that maximum output was over-subscribed for several 
Meers. Future priorities for outputs should be originated 
from the state government and private sector. Any Federal 
Spending or taxation decisions would require an analysis of 
total competing demands, not just within the Federal sector, 
The Council of Economic Advisors had made five-year 
projections of the national output and known national demands 
mich svartiing results. CEA member, Herbert Stein, commented 
in a speech on February 2/4, 1970: 
The most startling fact that emerges is that the uses 
of national output will exhaust the potential output 


mamoucm 1972, and almost exhausts tireugh 1975. And 
this is on the extremely improbable assumption... of 





"Szoononic Heport, 1970, Pp. 3. 
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no nem Federal programs or tex fedverviomm noua 1975, "9 
In addition, Stein commented on the shortfall of 

investment funds: 

e « e private Savings alone will not be sufficient to 

finance the volume of housing construction called for 

by the 1968 Housing Act, plus the private business 

anvesStment veeuemedmuc Keep productivii, e210 ea ecu 

& test rave, Sivereicre, a bucdeet surplus would be 

required if these investment needs are to be met, 

and the opporvunity for increasing government 

expenditures Or eutvtine taxes is by that amount 

lover, 

The President, having taken moves to indicate the 

Serious implications of the future economic outlook, moved on 
March 17, 1970 to a slight loosening of the reins of fiscal 
policy. His motives appeared to be many and varied. First, 
he recognized what appeared to be valid signs tnat demand was 
=omecenine wg §aaquSuria! output had fallen for Seven consecucive 
months. Annual unemployment rates, which had risen to 3.9 
per cent in January, and 4.2 per cent in Feoruary, seemed to 
miemecave a erend, There were Signs Of softening in prices, 
especially in the durable goods area and also indications of 


a lower acceleration of the wholesale price index, 2! second, 


his move to assume a greater indirect role in monetary affairs 


4Overbert Stein, (Unpublished), Remarks prepared for 
delivery to the Investment Bankers Association, Washington, 
free. , rebruary 24+, 1970, »p. 7. 
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seemed to assure him of some slackening in credit policy. 9< 
Third, he was under increasing pressure from congressional 
Republicans to show signs of preventing a recession during an 
mieecbLiONn year. Later ne was to receive @ suppressed) sna eu. 
hemo ican Minority esvane from the Joint Beonomic Commie, 
which also stressed strong fears of recession. 22 
ine Clainmemwor the CHA, Paul Wo tlceCrackenweaviaaeso 
pommenty on the administration policy of fiscal resurmeint and 
mee recepecion during Testimony before tne Joint HEoeenomic 
Committee on February 16, 1970. He capsuled the situation 
as follows: 
The course of action throughout this period (1969) 
had been reasonably stable. Sentiment about these 
policies, however, has been volitile - ranging from 
initial skepticism about whether these policies would 
remain, to skepticism about whether the policies would 
have eny effect even if they held, to eventual 
skepticism now about whether with these policies we 
can avoid a recession... . (The) objective has 
remained unchanged , .. to get the economy on @& more 
non-inflationary growth path. The stratesy has been 
to achieve, more even handed policies which avoid 


extremes, yy 


Althougn the President had, in response to pressure 


52Hobart Rowen, “Nixon To Assume Larger Role on 
Monetary Policy," The Washington Post, (February 8, 1970), 
io. il. 


53The Washineton Post, (March 26, 1970), p. Gi3. 
SHPaul We. NceCracken, (Unpublished), Remarks prepared 


mee Gelivery before the U. S. Congress, Joint Economic 
eommivoee, Washington, D, C., Prebruary 16, 1970, p. 15. 
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and other factors, moved to ease fiscal policy, Ugemsniirc wes 
insignificant in actual dollars, President Nixon had ende 
the freeze on Federally assisted state and local government 
eemeeruction prejeczvs, However, lifting "wmis freeze hadvonl, 
increased actual Federal spending by $670 million in this area 
to the end of fiscal year 1970. Therefore, the shift was 
largely psychological. The President seemed aware that the 
Tax Reform Act of 1969 would release over $12 billion of 
weal SCCUrIUy beneritvs annually starting 1 April 1970, Also, 
the severe restriction on Federal spending during the last 
half of 1969 would require release of the balance of programmed 
momoce | year 1970 funds during the first six months of the year. 
Mmese expenditures would move the Federal budget into a 
relatively balanced position during the first half of 1970.22 

ine Presi@denmys partial Shifting to as 7looeer reins 
Waeenout spurs" Prima a3 an indication of his apparent desire 
to move toward phase three of his disinflationary game plan, 
This movement continues to indicate a willingness to exercise 
what appeared to be political and economic “brinksmanship." 
His continued desire to promote even-handed policies in monetary 
as well as fiscal areas underscores the seriousness of the 
outlook, It appeared to be a recognition that the New Deal 


55"Nixon Eases up on the Reins," Business Week, 
March 21, 1970), p. 24. 
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programs of the Democrats during Uie@escr tory corse 
aeceleratved” To a. posTvion Uneat tne wero eon) —ortocnd, 
hie return to a volicy Of cContimual budece sieotuses on 
iferwurn vo a form of the "Stabilizing budseet poltc,” “ot the 
Jate 1950's will continue to come under sharp attack by some 
Seemonists or other Miberals for inhibiting 2rouwch, it will 
also be difficult to implement on a continual basis since, es 
eee member, Stein, puts it, “The political process abnors a 
surplus, "56 

Ther sdmiitiastralion@ratchiord@or the 1970™ses 
Sore oility" rather than growth, Tne President seeks a4 viable 
fiscal policy and a cooperative and independent monetary policy 
within the parameters bequeathed his administration by President 
Johnson. He promotes a new fiscal federalism, The question 
Srepriorivies for national output ae be determined by the 
peovle and the states first, with the Federal government's 
leeee and Imvornal priority structure established an the frane- 
work of total demand, 

Whether the Nixon administration will persevere in 
resisting increasing pressure by a Democratic Congress and 
Mmeeernal party pressure for activism policy in fiscal and 


monetary matters should be apparent relatively soon. A great 


56m p Surplus to Generate More Capital," Business 
Week, (liarch 14, 1970), 0. 107. 
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deal of patience will be required during 1970-1971 by an 
American people forced invo an uneomfortavlle environment of 
a little or two worlds, retracuten sie Vectoley iene aan 
faitlation. Nixon's most diti mem teeticy, Cecio fons renin. 
mie Chird phase of the game plan, of adjustine some policy 
advance, aopears to be close to implementation, The fourth 
Peeemost difficuiy phase will be Sop once 222 aw ea oncte 
expansion "with dollar stability,” 

Whatever the result, this surely appears to be an 
attempt to shift from what seemed to become an “uncontrollable 
mescal activism with Jiberal ends” to a Federal fiscal 
sobriety for better satisfaction of all value systems - an 


integrated fiscal federalism, 





CHAPTER VII 
CONCLUS TON 


Jonn Maynard Keynes has commented: 


Lenin is said to have declared that the best way to 
destroy the Capitalist System was to debauch the 
CURTeENCyY, weVaa CONUInNINe Process Of sinitac vem, 
governments can confiscate, secretly and unobserved, 
an important part of the wealth of their citizens 

7 «© « « Wein Was cervainiy rignc. There is no 
SuUbtLer, NO SUrer Woans Of OVeETrLUrhimeeLrS CX liane 
besttsr Ol SOClet aula LO Gebavcni ede Curcenc,., Je 
process engages all the hidden forces of economic law 
on the side of destruction, and does it in @ manner 
Hach NOy One Man inoae mallivon is able Cod teagnose, 


MiemMaVe —CONCet Ol Presideny George Bias ane veimrernc 
his Treasury Secretary, Alexander Hamilton, in 1891, was one 
or restoring confidence in the value of the currency, The 
merst priority of the Nixon administration, 180 years later, 
Menerain one of stability. Keynes reflection, concerning 
imlacion aiver World War 1, was nov unique to that period, 
Hamilton was successful in the short span of one year, in 
restoring confidence and credit. Obviously, the time and place 


Significance of the problem is different, President Nixon's 


eeecess or failure will determine domestic and international 





ead 


1jJohn Maynard Keynes, The Economic Consequences of 
the Peace, (New York: Harcourt, Brace and Howe, 1920), pod. 
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fortunes - political and otherwise, Nearly 180 years of 
exposure to the problem Of inflavicHmeccic 6 Noveercce ttc 
Beonrt 1 Cancs only moregeccive- 

Alexander Hamilton had attempted to implement an 
SxecuLvive budget torveevelop & fiscalascmee) waor Cn lyme eCr pyran 
future economic events, but determining them. Hovwever, 
Congressional jealousy of executive fiscal power prevented 
Bae establishment of a& national executive budget until 1921 
pemerinni DL Ged aeeepvence OF 10S CCOnOml C impacueuntL! “after 
1940. Even this did not relieve congressional jealousy of 
mesccal power aS 3 continues to inhipit executive fiscalism 
today. 

fraditiuonal fiscal policy dominated executive thinking 
teem the time of President Adams, tag1797, untilvefter 1930. 
meus Ortnodox policy called for eae Pederalvex ccna llurea, 
annually balanced budgets (except in time of war), elimination 
of debt, and low taxes. The presence of debt actually determined 
Seecuvlvesitiscal policy in most imstances. Debt reduction and 
elimination was demanded and charted, Changes in expenditure 
and taxation policy were reluctant reactions often determined 
by time and place events, such as: decline in custom receivts; 
Depular demand for regulation; etc., rather than conscious 
Betts of thought. 


Analysis of the more conservative-minded Republican 





127 

presidential policy indicates a reluctance, on the part of 
all Presidents, with the possible excepntion of President 
Theodore Roosevelt (1901-1908), to infringe on economic 
freedom, They considered the price of continued freedom, 
including economic freedom, to be a reduction of Federal 
mecnding and taxes, and repudiated wnat they felt te” be te 
assumption of arbitrary powers by Democratic party Presidents, 
Government activity Was traditionally accepted as a burden, 
eersequently a balanced budget without interference in a 
dynemic self-regulatory economy was considered proper executive 
policy. Until the 1930's, the balanced budget concept was 
maberperted to indicate a “neutral” position of ssovernment 
ime vie CCcOonomy, 

After 1930, a major depression and two wars captipulted 
mae sovernmeni.s “take” of the “economic pie" and Torced 4 
meecomnition of “a re secver, ' eaitealso forcedwececogai tion 
Chat fiscal policy could no longer be defined as merely 
balanced budgets, but, in addition, would have to acknowledge 
Other social values, such as unemployment levels, production 
levels, and purcnasing power. The Second World War had 
created a liberal executive witn tremendous power and resources, 
ime conservative attempt, in the 1950's, to abstain from this 
MmeotbLlON Meus witchmonly limived Ssuccosgs. 


Prom thew de pressconwonweewecuvivests iScalbismeanent 
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through successive periods of confusion in search for a new 
budget rule, Inability to balance the budget fied Pars, oO 
“pump priming" methods. in the late 1930's, a recession gave 
way to more or less continuous deficit financing under the 
guise of combating “secular stagnation” of a “matured econony, ” 
Meew VOrlid War Ii policy drifted to acceptance of a” bilend of 
agiscretionary fiscal policy and dependence on automatic 
Seaoilizers to counter recessions. This stabilizing budget 
concept implied a surplus budget at high employment and 
accepted monetary policy as a partner in anti-recession 
policy. This policy endured until 1962, with Republican 
Penmservative thought eventually placing heavy emphasis on the 
emcomnatic aspect, and Jiberal thought emphasizing the dis- 
@mpevionary aspect. 

Executive fiscalism took a sharp turn in 1962, when 
the fiscal activism of the new economics came to the fore- 
ieeont, THis concent envisioned a strong executive with 
fjef'exible fiscal“authority to respond to changing conditions 
in a way designed to hoid the economy on the full employment 
path. The key to prosperity was felt to be growth, with low 
unemployment and stability obvious by-products. This was the 
epitome of executive fiscalisn, 

The growth of executive fiscalism had been slow, 


but, prior to 1962, it had shown some semblance of order. 
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This was, in part, due to the Republican and conservative 
cautiousness, The desire, im 1962. toscre 7] a powerful 
and responsive tool in the Presidency had relied on falacious 
assumptions, The implied availability of "discrevionary, fiscal 
action, as frequently as desired, the reliance on economic 
forecasts as a base, the assumption of parallel monetary 
policy, and the assumed significance of fiscal actions all 
foncvributed to the fell of fiscal activism 

Tne felivre of fiscal ACvIVISmM Wes TU men ale co 
Gne structure of American government. Economic failure had 
mone aS a2 result sor sommission rather then scorn sclenmone toca. 
Bcvulon, With the possible exception of the excise tax cut in 
1965. Apart from the problem of "recognition" and "operational" 
(response) time lags to fiscal policy, the administrative lag - 
congressional reluctance to delegate fiscal authority to the 
President - prevented success, It had been successful in 
promoting growth and stability with decreased unemployment to 
1965. However, after that time, by violating its own precepts 
by creating a huge budget deficit, rather than a surplus, when 
tne economy was operating above full employment, it kindled 
the fires of inflation with such severity as had not been 
experienced for twenty-five years. 

President Nixon's return to a sifabilizing budget 


policy is @ sober reappraisal of the past. It appears to be 


ee eee 
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a recognition that the balanced budget rule, not accepted by 
fiscal activism, was at least a rule which nmewidied a working 
concept of what constituted the equilibrium between receipts 
apd expenditures, dU wasea crude rule wer, tao ce Ccut ice 
1G had worked well in vhe past and had injected a wholly 
@esirable Tiscal dascipiline, AcUiViISmeiad Wervmreplecsd the 
rule with anything. It nad usurped a rule deeply ingrained 
ino Lhe Structure Of SOcCi1al and political Snowmen, Siiccal 
activism had not been understood and was foreign to the civil 
SenscLence, 

REvuUrning vO a type of fiscal orthodoxy teemer juste 
peaquniescence to the political structure, but an admission of 
political realities in a democracy.. Activism, although valid 
in theory, appears to have been an experiment noble in motive 
but Riposeibie im S0pmicavion., —Lhe polierveal freamevorky aun 
practical PEWS canes of administrations the Uncertainty of 
economic events, and the political aversion to surpluses have 
forced a withdrawal to a different kind of activism - a planned 
and even-handed activism called gradualism, It was not the 
Pecenhnover doctrine of "wait and see,” but is better defined 
as "playing it cool." The instability of policy in the 1960's 
had bred instability of economy. The Nixon proposal of 
Stability of policy apparently hopes to breed stability of 


economy, 
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It iS apparent that we cayunoy return to tie ried 
rule of annually balanced budgets and reduction of debt as 
primary. However, acceptance of a policy of budgets balanced 
maul) employment, of wMeseources, Salone ath periodic mead ims ce 
ment, seems valid within the structure of honest appraisals 
wemcne “state of the art" of forecasting. Steady, albiet 
Slower, growth will improve the cause and effect analysis. 
Likewise, budget policy will require a strong and ready ally 
in wonetary policy for effective action. Both approaches must 
be interperted within a framework of other elements in the 
fiscal formula, such as: policy and decisions on regulatory 
actions; anti-trust laws and implementation; government 
research and development programs; farm support prices; state 
and local government fiscal programs; international inflation 
trends; etc, ; | 

The challenge to the present executive fiscalism is 
not small. The country has prospered without significant 
recessions for an extended period and with low unemployment. 
Future agendas for economic policy will have to resolve problems 
of: 

ieee ex trending Prosperity wichout recession; 
2. Reconciling prosperity with price stability, such as a 
zoal for 4 per cent unemployment and a 2 per cent inflation; and, 


3. Channeling prosperity's dividends into areas of highest 
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national - not just Federal - priorities, 

The nNa@vieonal -oblecvuivecmGpe cele eendc. “mama un 
are bi-partisan and will not change. However, with continued 
conservative leadership, the economic package, including the 
meesident's role ian fascal activity, Will emphasize growth 
Mecn stability - imesuding a svable policy. “stable policy 
Metl at least allow the major actors in the fiscal policy 
feasle, the stave=and local governments, and the consumer, 


mo Getermins and judge whet are proper roles end proper action, 
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